UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

ADMINISTRATIVE PROCEEDING
File No. 3-15873

In the Matter of

Thomas R. Delaney II and Charles
W. Yancey

Respondents.

RESPONDENT CHARLES W. YANCEY’S RESPONSE TO DIVISION OF
ENFORCEMENT’S POST HEARING PROPOSED FINDINGS OF FACT




Respondent Charles W. Yancey (“Yancey™), by and through counsel, submits this
Response to the Division of Enforcement’s (the “Division’) Post Hearing Proposed Findings of
Fact. Pursuant to the Court’s Post-hearing order (Thomas R. Delaney II, Admin. Proc. Rulings
Release No. 2011, 2014 SEC LEXIS 4305 (Nov. 13, 2014)), this submission indicates which of
the Division’s Proposed Findings of Fact Yancey does not dispute. Where Yancey disputes the
Division’s Proposed Finding of Fact, this submission provides the reason for the dispute and a
counterstatement accompanied by quotations of the key language from the evidentiary record
that supports the objection and counterstatement. Also, for the Court’s convenience, the table

below reflects the numbered Findings of Fact that Yancey disputes.

No Dispute

1, 7-12, 15-16, 19-20, 24, 28-30, 32-37, 39, 49-51, 53, 66-69, 73, 78-79, 88, 96-
97,101-103, 105, 107, 110, 113, 118, 122, 129, 133, 140, 142, 144, 146, 151-153,
156-158, 160-161, 167-168, 171-173, 177, 179-181, 183, 188-189, 191, 197-198,
202, 204, 206, 208-209, 215-216, 218-220, 225, 233, 238, 246, 248, 253-255,
257-258, 272, 274, 279, 295, 297, 317-318, 321

Dispute

2-5,13-14, 17-18, 21-23, 25-27, 31, 38, 40-48, 52, 54-65, 70-72
74-77, 80-87, 89-95, 98-100, 104, 106, 108-109, 111-112, 114-117, 119-121, 123-
128, 130-132, 134-139, 141, 143, 145, 147-150, 154-155, 159, 162-166, 169-170,
174-176, 178, 182, 184-187, 190, 192-196, 199-201, 203, 205, 207, 210-214, 217,
221-224,226-232, 234-237, 239-245, 247, 249-252, 256, 259-271, 273, 275-278,
280-294, 296, 298-316, 319-320, 322



GLOBAL OBJECTION

Pursuant to Section 5(c) of the Court’s November 13, 2014 Order, “the purpose of the
parties’ proposed findings of fact and conclusions of law is to adduce, but not argue, the facts
and law that the undersigned should rely on to decide this proceeding. Any proposed findings of
fact or conclusions of law that contain such argument will be stricken.” Yancey globally objects
to the inclusion of argument contained in numerous of the Division’s Proposed Findings of Fact.
Yancey further requests that this Court strike any Proposed Finding of Fact that contains

impermissible argument.



FINDINGS OF FACT!

1. The primary mission of the Securities and Exchange Commission is protection of
investors.

a. Response: No dispute.

2. One of the ways the Commission protects investors is by implementing rules and
regulations. The purpose of those rules and regulations is to protect investors.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: One of the ways the Commission protects investors is by
implementing rules and regulations. One purpose of those rules and regulations
1s to protect investors.

c. Support:

e Poppalardo Testimony

But the first thing you said was protection of investors, right?

Right.

Okay. And how does the Securities and Exchange Commission do that?

They do that through making rules that govern broker-dealer regulated entities and by
ensuring that those rules are carried out through their examination and inspection program, and
by bringing enforcement actions.

>0 >0

(Hearing- Day 8, 2005:8-2005:17, Nov. 5, 2014)

Q And so you said firms are -- are subject to thousands of regulations. Again, why is that?
Why are firms subject to all those regulations?

A It's -- there's a variety of very complex products that are offered, and there's a lot of services
that are offered, and there's just a lot of regulation needed around that to make sure that those
products are appropriate, they're offered in a way that the investor understands what they're
buying, and it's just -- it's a very complex industry.

Q And at the end of the day, the purpose of every single one of those regulations is to protect
investors; is that right?

A Correct.

(Hearing- Day 8, 2006:12-2006:25, Nov. 5, 2014)

! Findings of Fact previously stipulated to pursuant to the Dec. 17, 2014 Order on Stipulations and Transcript
Corrections (“Order on Stipulations™) are hereinafter referred to as “Stip. FOF [X].” The Division’s proposed
findings of fact are hereinafter referred to as “Div. Prop. FOF [X].”




3. Compliance with the securities laws is extremely important. Market integrity,
market structure, and investor protection depend on compliance with the securities laws.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Yancey agreed that compliance with the securities laws is
extremely important. Market integrity, market structure, and investor protection
depend on compliance with the securities laws.

c. Support:

e Yancey Testimony

Q You would agree with me that compliance with the securities laws is extremely important?
A Yes, sir.

Q You would agree with me that market integrity depends on compliance with the securities
laws?

A Yes, sir.

Q We can also agree that compliance with the securities laws is important for market
structure?

A Yes, sir.

Q And that compliance with the securities laws is important for investor protection?

A Yes, sir.

(Hearing- Day 3, 876:13-876:25, Oct. 29, 2014)

4.  In the securities industry, a business must be operated within the guidelines of the
rules.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Yancey agreed that in the securities industry, a business must
be operated within the guidelines of the rules.

c. Support:

e Yancey Testimony

Q And that is an important principle because, among other things, market integrity is
encompassed in operating your business within the guidelines of the rules, correct?

A Yes, sir.

Q It's also an important principle because investor protection is encompassed in operating
your business within the guidelines of the rules?

A Yes, sir.

Q And again, it's an important principle because market structure is encompassed in operating
your business within the guidelines of the rules?

A Yes, sir.




Q Infact, we can agree that you can't build a sustainable business if you don't operate within
the guidelines of the rules?
A Yes, sir.

(Hearing- Day 3, 877:6-877:22, Oct. 29, 2014)

5. Ifthere is a conflict between the securities laws and industry practice, the securities
laws trump.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Yancey agreed that if there is a conflict between the securities
laws and industry practice, the securities laws trump.

c. Support:

¢ Yancey Testimony

Q Mr. Yancey, I believe we can also agree that if there's a conflict between, on the one hand,
industry practice, and on the other hand, the securities laws, you think the securities laws
trump?

A Asaprinciple, yes.

(Hearing- Day 3, 877:1-877:5, Oct. 29, 2014)
Now, I think we agreed yesterday that if industry practice conflicts with securities laws, the

securities laws will trump. Do you agree?
A Twould

(Hearing- Day 4, 939:20-939:24, Oct. 30, 2014)

6.  Penson Financial Services, Inc. (“PFSI”*) was a North Carolina corporation with a
principal place of business in Dallas, Texas. It was a broker-dealer registered with the
Commission. From at least 2010 to 2012, PFSI was one of the largest clearing firms in the
United States as measured by the number of correspondent brokers for which it cleared. PFSI
was a wholly-owned subsidiary of SAI Holdings, Inc., which in turn was a wholly-owned
subsidiary of Penson Worldwide, Inc. (“PWI”). PFSI filed a Form BDW, which was effective in
October 2012, and then declared bankruptcy in January 2013.

a. Response: No dispute, although the Division’s statement is redundant of Stip.

FOF 3 previously stipulated to by all parties and there is no basis for a separate or
additional finding of fact.

b. Counterstatement: Stip. FOF 3 as set forth below.



c. Support:
e Stip. FOF 3

FOF 3. Penson was a North Carolina corporation with a principal place of
business in Dallas, Texas. It was a broker-dealer registered with the
Commission, which, from at least 2010 to 2012, was one of the largest
clearing firms in the United States as measured by the number of
correspondent brokers for which it cleared. Penson was a wholly-owned
subsidiary of SAI Holdings, Inc., which in turn was a wholly-owned subsidiary
of Penson Worldwide, Inc. (“PWI”). Penson filed a Form BDW, which was
effective in October 2012, and then declared bankruptcy in January 2013. A
bankruptcy plan implementing Penson’s liquidation was approved in July 2013.

(See Order on Stipulations; Hearing- Day 10, 2289:11-14, Nov. 7, 2014)

7. PFSI operated under a parent company, Penson Worldwide, Inc. (“PWI”).

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 3 previously stipulated to by all parties and Div. Prop. FOF 6. There is no
basis for a separate or additional finding of fact.

b. Counterstatement: Stip. FOF 3 as set forth below.

c. Support:
e Stip. FOF 3

FOF 3. Penson was a North Carolina corporation with a principal place of
business in Dallas, Texas. It was a broker-dealer registered with the
Commission, which, from at least 2010 to 2012, was one of the largest
clearing firms in the United States as measured by the number of
correspondent brokers for which it cleared. Penson was a wholly-owned
subsidiary of SAI Holdings, Inc., which in turn was a wholly-owned
subsidiary of Penson Worldwide, Inc. (“PWI”). Penson filed a Forrn BDW,
which was effective in October 2012, and then declared bankruptcy in January
2013. A bankruptcy plan implementing Penson’s liquidation was approved in
July 2013.

(See Order on Stipulations; Hearing- Day 10, 2289:11-14, Nov. 7, 2014)




8. During the relevant time period, PWI was a public company; it had a number of
subsidiaries, including: PFSI; Penson Financial Services, London; Penson Financial Services,
Canada; and Nexus Technologies.

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 103 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 103 as set forth below.

c. Support:
e Stip. FOF 103

FOF 103. PWI was a public company; it had a number of subsidiaries, including: PFSI;
Penson Financial Services, London; Penson Financial Services, Canada; and
Nexus Technologies.

(See Order on Stipulations)

9.  Yancey, 58, of Colleyville, Texas, was the President and CEO of Penson from at
least October 2008 through February 2012. Yancey is currently a Managing Director at a
registered broker-dealer. Yancey holds Series 7, 24, 55, and 63 licenses.

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 2 previously stipulated to by all parties and there is no basis for a separate or
additional finding of fact.

b. Counterstatement: Stip. FOF 2 as set forth below.

c. Support:
e Stip. FOF 2

FOF 2. Yancey, 58, of Colleyville, Texas, was the President/CEO of Penson from at least
October 2008 through February 2012. Yancey is currently a Managing Director
at a registered broker/dealer. Yancey holds Series 7, 24, 55, and 63 licenses.

(See Order on Stipulations; Hearing-Day10, 2288:20-2289:2, Nov. 7, 2014)

10. Delaney, 45, of Colleyville, Texas, was the CCO at Penson from at least October
2008 through April 2011. Delaney currently works in compliance at a registered broker-dealer.
He holds Series 4, 7, 24, 27, 53, and 63 licenses.

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 1 previously stipulated to by all parties and there is no basis for a separate or
additional finding of fact.




b. Counterstatement: Stip. FOF 1 as set forth below.

c. Support:
e Stip. FOF 1

FOF 1. Delaney, 45, of Colleyville, Texas, was the CCO at Penson from at least October
2008 through April 2011. Delaney currently works in compliance at a registered
broker-dealer. He holds Series 4, 7, 24, 27, 53, and 63 licenses.

(See Order on Stipulations; Hearing-Day 10, 2287:20-23, Nov. 7, 2014)

11. Michael Johnson, the Senior Vice President of Stock Loan, was an associated
person of PFSI. He had primary authority and responsibility within Stock Loan for its
operational practices. Johnson knew that Rule 204T(a)/204(a) required PFSI to close-out CNS
failures to deliver for long sales, including long sales of loaned securities, by market open T+6.
From October 2008 through November 2011, the Johnson knew PFSI was at times violating
Rule 204T(a)/204(a) in connection with long sales of loaned securities.

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 41 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 41 as set forth below.

c. Support:
e Stip. FOF 41

FOF 41. Michael Johnson, the Senior Vice President of Stock Loan, was an
associated person of Penson. He had primary authority and responsibility within
Stock Loan for its operational practices and for the Department’s WSPs, which
WSPs were incorporated into Penson’s WSPs. The Senior Vice President of Stock
Loan knew that Rule 204T(a)/204(a) required Penson to close out CNS failures to
deliver for long sales, including long sales of loaned securities, by market open
T+6. From October 2008 through November 2011, the Senior Vice President of
Stock Loan knew Penson was at times violating Rule 204T(a)/204(a) in
connection with long sales of loaned securities.

(See Order on Stipulations; Hearing-Day 10, 2427:15-2428:4, Nov. 7, 2014)

12.  Mike Johnson was charged by the Commission for willfully aiding and abetting the
Rule 204 violations at issue in this matter, and settled his case on a neither admit nor deny basis.

a. Response: Vo dispute, although the Division’s statement is redundant of Stip.
FOF 104 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.




b. Counterstatement: Stip. FOF 104 as set forth below.

c. Support:
e Stip. FOF 104

FOF 104. Mike Johnson was charged by the Commission for willfully aiding and
abetting the Rule 204 violations at issue in this matter, and settled his case on a
neither admit nor deny basis.

(See Order on Stipulations)

13. Johnson was a hostile witness toward the Division; he believes he was mistreated
during the charging and settlement process, and continues to believe this matter is nothing but
a “witch hunt.”

a. Response: Dispute. The Division’s statement consists of impermissible argument
in violation of the Nov. 13, 2014 Post-Hearing Order (“Post-Hearing Order™), at
5(c) and should be stricken.

b. Counterstatement: Johnson testified that he believes he was mistreated during the
charging and settlement process and that it “has been a witch hunt.”

c. Support:

e Johnson Testimony

Q Okay. My last question, Mr. Johnson: Did you settle with the SEC in or about March of
this year?

A Yes.

Q Do you think you were treated fairly in that process?

A No.

Q Why not?

A Based on FINRA's finding with Merrill Lynch Pro yesterday that came out. And they got a
6 million fine for numerous violations from 2008 forward. They didn't name people. I think
this whole thing has been a witch hunt, and none of us -- I only settled because my wife and I
are both ill. And I disagree with the whole thing.

(Hearing- Day 2, 562:24-563:11, Oct. 28, 2014)

14. Rudy De La Sierra began working at PFSI in March 2000. He joined the Stock
Loan department in June 2000. He became Vice President of Stock Loan in approximately 2006.
He was involved in all functions of the department.

a. Response: Dispute. The Division’s statement is largely redundant of Stip. FOF
105 previously stipulated to by all parties. There is no basis for a separate finding



of fact. Additionally, the Division’s statement mischaracterizes the scope of the
supporting testimony.

b. Counterstatement: De La Sierra testified that when he started in the Stock Loan
department at Penson, he performed all functions in Stock Lending.

c. Support:

e Stip. FOF 105

FOF 105. Rudy De La Sierra began working at PFSI in March 2000. He joined the Stock
Loan department in June 2000. He became Vice President of Stock Loan in
approximately 2006.

(See Order on Stipulations)

e De La Sierra Testimony

Okay. What did you do at Stock Loan at Penson?

What was my role there?

Yes, sir.

When I -- when I started there, it was all functions. We were operations, including
recalls, handling rate changes, some sales lending, the box, our inventory, and borrowing
securities as well and also short sale locates.

Q So you did all the functions in Stock Lending?

A  Yes.

>0 L0

(Hearing- Day 1, 203:8-204:15, Oct. 27, 2014)

15. De La Sierra has entered into a cooperation agreement with the Commission, which
requires him to testify truthfully in this proceeding.

a. Response: No dispute.

16. Lindsey Wetzig began working at PFSI out of college in March 2000. In 2004, he
joined the Stock Loan group. In approximately 2006 or 2007, he was promoted to Operations
Manager of the Stock Loan group.

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 106 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 106 as set forth below.

c. Support:
e Stip. FOF 106



FOF 106. Lindsey Wetzig began working at PFSI out of college in March 2000. In 2004, he
joined the Stock Loan group. In approximately 2006 or 2007, he was promoted to
Operations Manager of the Stock Loan group.

(See Order on Stipulations)

17. Wetzig was charged by the Commission for his role in the Rule 204 violations at
issue in this matter, and settled his case.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Wetzig was charged by the Commission for causing violations
of Rule 204T(a) and Rule 204(a) at issue in this matter, and settled his case on a
neither admit nor deny basis.

c. Support:
e See Exhibit 248, at pp. 1-2, 5

Il
On the basis of the foregoing, the Respondent hereby:
A Admits the jurisdiction of the Commission over hin and over the matters set forth in

the Order Instituting Cease-and-Desist Proceedings Pursuant to Section 21C of the Securities
Exchange Act of 1934, Making Findings. and Imposing a Cease-and-Desist Order (“Order”);

1
Division’s Exhibit
248
AP.No. 3-16873
B. Solely for the purpose of these proceedings and any other proceedings brought by or

on behalf of the Commission or in which the Commission is a party, and without admitting or
denying the findings contained in the Order, except as to the Commission’s jurisdiction over him
and the subject matter of these proceedings. which are admitted. consents to the entry of an Order
by the Commission containing the following findings® set forth below:

Violations

18.  Asaresult of the conduct described above, Wetzig caused Penson’s violations of
Rules 204T(a) and 204(a). Wetzig knew or should have known his acts or omissions as
described above would contribute to these violations.

o  Wetzig Testimony

10




Q You settled with the Division, in this matter, didn't you?
A That is correct.

(Hearing- Day 2, 403:15-403:17, Oct. 28, 2014)

18. Eric Alaniz was a PFSI compliance department employee from 2009 through 2011.
One of Alaniz’ responsibilities was to conduct 3012 testing.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Eric Alaniz was a PFSI compliance department employee from
2008 through 2011. One of Alaniz’s responsibilities was to conduct
NASD/FINRA Rule 3012 testing.

c. Support:

e Alaniz Testimony

Q Okay. Mr. Alaniz, at some point in time were you employed at Penson Financial Services,
Inc.?

A Yes.

Q And when was that?

A My employment began the summer of 2008. I believe it was June or July.

Q Okay. And how long were you employed at Penson Financial Services, Inc.?

A Ibelieve the summer of 2012, and it was around the same time 20 -- June or July. Q
Okay. If Isay "PFSI," do you understand that to mean Penson Financial Services, Inc.?

A Yes.

Q And when you were at PFSI, what did you do?

A I conducted the 3012 testing, the 3130 CEO certification, answered general questions, e-
mails that came from our correspondents.

Q Okay. Did you reside in a particular department?

A Compliance, yes.

(Hearing- Day 3, 702:19-703:13, Oct. 29, 2014)

Q And you started at Penson in mid-2008?
A Correct.

(Hearing- Day 3, 722:1-2, Oct. 29, 2014)

19. Holly Hasty was a PFSI compliance department employee.
a. Response: No dispute.
20. Kim Miller was a PFSI compliance department employee from 2000 until 2012.

One of Kim Miller’s responsibilities was to provide information in response to requests from
regulators and other outside sources.

11



a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 107 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 107 as set forth below.

c. Support:
e Stip. FOF 107

FOF 107. Kim Miller was a PFSI compliance department employee from 2000 until 2012.
One of Kim Miller’s responsibilities was to provide information in response to
requests from regulators and other outside sources.

(See Order on Stipulations)

21. Phil Pendergraft was one of the creators of Penson.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Phil Pendergraft testified that he had a role in the creation of
the U.S. broker-dealer and the changing of its name to “Penson.”

c. Support:

e Pendergraft Testimony

Q Okay. And did you have a role in the creation of Penson, the changing of the name and
the creation of the broker-dealer at that time?

A Yes, ma'am.

Q And what was that?

A Well, Dan Son and I viewed ourselves as partners, although Dan was the one who
purchased the broker-dealer. And so we were the first two employees of Penson.

Q Okay. How was the name “Penson” created?

A Penson is an amalgamation of my name and Daniel Son's name, it's “Pen” and “Son.”

(Hearing- Day 6, 1456:4-1456:15, Nov. 3, 2014)

22. From 2008 to 2011, Pendergraft was chief executive officer and a member of the
board of directors of PWI.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: From at least 2008 to 2011, Pendergraft was chief executive
officer and a member of the board of directors of PWI, as well as an associated
person and the Executive Vice President of PFSI — the U.S. broker-dealer.

12



c. Support:
e Stip. FOF 75

FOF 75. During the relevant period Phil Pendergraft was an executive vice president of
PFSL

¢ Pendergraft Testimony

Q Okay. Let's talk about from 2008 to 2011. What was your role at PWI during that time
period?

A I would have been the chief executive officer and a member of the board of directors of
PWIL

(Hearing- Day 6, 1459:13-1459:16, Nov. 3, 2014)

Q Now, you were -- in addition to being the CEO of PWI, were you also an officer of PFSI?
A Yes, sir.

Q And in that capacity, were you the executive

vice president of PFSI?

A For some period of time, yes.

Q Were you a registered person and did PFSI

hold your licenses?

A  Yes, sir.

(Hearing-Day 6, 1513:25-1514:8, Nov. 3, 2014)

23. During the Division’s investigation of this matter, Yancey encouraged the Division
to take testimony from Pendergraft in order to properly understand the supervisory structure over
Johnson and Stock Loan.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: During the Division’s investigation of this matter, Yancey’s
lawyers — through his wells submission — encouraged the Division to take
testimony from Pendergraft in order to properly understand the supervisory
structure over Johnson and Stock Loan.

c. Support:

¢ Yancey Testimony

Q Allright. So in your Wells submission, you said that not speaking to Mr. Pendergraft lacked
prudence and logic, right?
A These are the words of my lawyers.

(Hearing-Day 4, 992:7-10, Oct. 30, 2014)

13




e Ex.229at10

The staff’s failare to speak with Mr. Pendergraft and Mr. Kenny, the individuals with
direct oversight for Stock Loan and Operations and the individuals who knew and discussed Rule
204 violations, lacks prudence and logic. It is a chasm in the investigation that allows the staff to
igmore Mr. Yancey's separation from these departments and from the Reg SHO concerns. Italso
illustrates the staff’s baseless rush to judgment regarding Mr. Yancey.

e FEx. 230atl6

-t g L g g L T T T ] oo PR T

Because the staff is conducting further investigation and taking additional testimony from
Mr. Delaney, we believe it is prudent and important for the staff to seek information from Mr.
Kenny and Mr. Pendergrafi before reaching a conclusion on the investigation. A failure to do so
is unfair to both the Commission and to Mr. Yancey, who are deprived of the full scope of
information regarding the reporting structuring of the Stock Loan department and discussions of
Reg SHO concerns.

e Yancey Testimony

Q Do you recall, in these Wells submissions, encouraging the staff of the Division to talk to
Phil Pendergraft?

A After conferring with Counsel.

Q And please don't tell me what you and your counsel discussed, but again --

A 1did encourage that -- Mr. Pendergraft's testimony, yes.

(Hearing- Day 4, 990:10-990:17, Oct. 30, 2014)

24. Bart McCain began working at PFSI in 2006. He was PFSI’s chief administrative
officer, and also served as PFSI’s chief financial officer for a time. McCain also served as the
PWI interim treasurer in 2011 and interim chief financial officer in 2012.

a. Response: No dispute, although the Division’s statement is redundant of Stip.

FOF 108 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 108 as set forth below.

c. Support:
e Stip. FOF 108

FOF 108. Bart McCain began working at PFSI in 2006. He was PFSI’s chief administrative
officer, and also served as PFSI’s chief financial officer for a time. McCain also

14



served as the PWI interim treasurer in 2011 and interim chief financial officer in
2012.

(See Order on Stipulations)

25. Yancey was instrumental in securing every job McCain had in the securities
industry, including hiring McCain to work at PFSIL.

a. Response: Dispute — overly broad and not supported by testimony. The Division’s
statement also constitutes impermissible argument. See Post-Hearing Order 9§ 5(c).

b. Counterstatement: Yancey hired McCain to work at PFSI.

c. Support:

e McCain Testimony

Q Infact, your first job in the securities industry was at Southwest Securities; is that right?
A Yes.

Q AndBill Yancey hired you?

A Yes.

Q And then you went to Automated Trading Desk? Do I have that right?

A Yes.

Q And I think you said to Ms. Addleman earlier Mr. Yancey made the introduction between
you and the CFO of Automated Trading Desk; is that right?

A Yes.

Q You left Automated Trading Desks to go to Penson; is that right?

A Idid.

Q And Mr. Yancey had left ATD before you, right?

A Yes.

Q

And when you were at ATD -- well, let me take a step back.
Mr. Yancey then reached out to you about coming to Penson, right?
A He did about a year after he left.

Q About a year after he left.

And at that time, you were having a lot of success at ATD, right?

I was.

It was a great firm, doing well; you weren't being asked to leave, right?
Right.

You didn't have any pressure to leave ATD?

No.

There was no discussion of leaving ATD?

No.

>0 Lo

(Hearing- Day 9, 2235:22-2237:5, Nov. 6, 2014)
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26. McCain and Yancey have a close personal and professional relationship. McCain
considers Yancey his dearest friend, and feels indebted to Yancey for, among other things,
the bonus payments he received while at PFSI.

a. Response: Dispute — overly broad and not supported by testimony. The Division’s
statement also constitutes impermissible argument. See Post-Hearing Order § 5(c).

b. Counterstatement: McCain testified that he has a close personal and professional
relationship with Yancey. McCain testified that he considers Yancey his dearest
friend.

c. Support:

¢ McCain Testimony

Q Did you ever address Mr. Yancey as your dearest friend?

A I'msure I have.

Q Infact, is it fair to say there were times in your career at Penson that Mr. Yancey was the
only one you could talk to without filtering your thoughts?

A Outside of my wife, yes.

Q Did you and Mr. Yancey ever exchange birthday gifts?

A Yes.

Q Do you recall giving him a set of picture frames as a reminder of a trip to Pebble Beach that
you and Mr. Yancey took?

A Yes.

(Hearing- Day 9, 2238:1-2238:14, Nov. 6, 2014)

Q You were thankful to Mr. Yancey for your bonuses; is that fair?
A Ofcourse.

(Hearing- Day 9, 2238:25-2239:2, Nov. 6, 2014)

Mr. McCain, it's fair to say you and Mr. Yancey are close professionally?
A Yes.

Q You're close personally?

A Yes.

(Hearing- Day 9, 2240:2-2240:6, Nov. 6, 2014)
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e Ex 276

To: BH YanceyBY:
From: Bart McCain coM]
Sent: Sat 3/12/2011 3;33:23 PM

importance: Namal
Sutyect Thank you!
William

| never ’thanked you for my bonus, both cash and e reciate
onus, quity. As always, Bill,

all that you do for me, and this is no exception. I'm so ttt);tankful fnryt?ue dayI 3;? ;’gu

invited me to join you at SWST, but more thankful for the day we met. I'm a better

person because of you, &s you set an extraordinarily high
you, my friend, for ali that you do for me. ly high standard to emulate. Thank

:nhu%%e you had a great week at Wharton, and that | (or anyone else) intruded on it too

Bart

27. Incontrast to his loyalty to Yancey, McCain was hostile toward Pendergraft.

a. Response: Dispute — overly broad and not supported by testimony. The Division’s
statement also constitutes impermissible argument. See Post-Hearing Order 9 5(c).

b. Counterstatement: McCain testified that he was disappointed in Pendergraft’s
actions regarding McCain’s transition to Chief Financial Officer at PWIin 2012.

c. Support:

e McCain Testimony

A Phil, I believe, was a -- until, say, 2012, just before the Apex transaction, I believe Phil to
be a very honorable person, but in retrospect, the way the transition from -- or the transition of
me into the CFO role and the way that occurred, and his departure within six to eight weeks
after that, I felt like he fled the company when it was just, frankly, teetering. He made
representations to me that my role would be interim. He made representations that we were
going to survive after the Apex transaction. And neither of those were true. Very
disappointed. He left me holding the bag, frankly.

(Hearing- Day 9, 2177:8-2177:19, Nov. 6, 2014)

28. Brian Gover began working at PFSI in April, 2007. Over time he managed several
departments, including the buy-ins department. In April 2012, Gover moved into the compliance
department at PFSI. He is currently the Chief Compliance Officer of Apex Clearing.
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a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 109 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 109 as set forth below.

c. Support:
e Stip. FOF 109

FOF 109. Brian Gover began working at PFSI in April, 2007. Over time he managed several
departments, including the buy-ins department. In April 2012, Gover moved into
the compliance department at PFSI. He is currently the Chief Compliance Officer
of Apex Clearing,

(See Order on Stipulations)

29. Summer Poldrack and Angel Shofner were PFSI employees in the Buy-ins
department during the relevant time period.

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 110 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 110 as set forth below.

c. Support:
e Stip. FOF 110

FOF 110. Summer Poldrack and Angel Shofner were PFSI employees in the Buy-ins
Department during the relevant time period.

(See Order on Stipulations)

30. The Depository Trust and Clearing Corporation (“DTCC”) operates the National
Securities Clearing Corporation (“NSCC”), a clearing agency registered with the Commission
that clears and settles the majority of United States transactions in equities. When NSCC
members purchase or sell securities on the exchanges, the exchanges send the trade information
to the NSCC. NSCC operates the Continuous Net Settlement (“CNS”). NSCC member clearing
firms receive reports that, as of at least close of business T+1, notify the firms of transactions
scheduled to clear and settle by close of business T+3. CNS also sends reports to the firms
listing net fails to deliver in each security as of T+3.

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF S previously stipulated to by all parties and there is no basis for a separate or
additional finding of fact.
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b. Counterstatement: Stip. FOF 5 as set forth below.

c. Support;
e Stip. FOF 5.

FOFsS. The Depository Trust and Clearing Corporation (“DTCC”) operates the National
Securities Clearing Corporation (“NSCC™), a clearing agency registered with the
Commission that clears and settles the majority of United States transactions in
equities. When NSCC members purchase or sell securities on the exchanges, the
exchanges send the trade information to the NSCC. NSCC operates the
Continuous Net Settlement (“CNS”). NSCC member clearing firms receive
reports that, as of at least close of business T+1, notify the firms of transactions
scheduled to clear and settle by close of business T+3. CNS also sends reports to
the firms listing net fails to deliver in each security as of T+3.

(See Order on Stipulations; Hearing-Day 10, 2293:21-24, Nov. 7,2014)

31. Ifatrade fails to settle, there are consequences to the buyer of the shares, and to
the market more generally. For example, the buyer does not receive certain rights that come
along with owning shares.

a. Response: Dispute — accuracy of statement; contrary testimony.

b. Counterstatement: Isolated fails to deliver have minimal effect on systemic risk, in
part due to the design of CNS and NSCC.

c. Support:

e Harris Testimony

A Why the Commission adopted these rules is not
relevant to the -- to the settlement of this case or to
its conclusion.

(Harris, 1073:1-3, Oct. 30, 2014)

e Simi Testimony

Q And on your third bullet point you indicate
"Isolated fails to deliver at brokers have a minimal

effect on systemic risk, in part due to the design of
CNS and NSCC." What do you mean by that?
A There can be fails to deliver. In that

19



situation, the receiving broker will often not get the
shares they want. In that world, Professor Harris

makes the point that that broker is exposed to a

certain amount of risk if the shares don't settle by

T+3 or say the morning of T+4. There's two points I
wanted to make. The first is that by that point the
counterparty to the trade is NSCC. NSCC becomes the
counterparty to the trade as the central counterparty
on the midnight of T+1, so the trade is locked in and
guaranteed by the NSCC. That's a pretty strong
guarantee. So the nonperformance of the fail to
deliver position does not affect the fail to receive
position.

(Hearing — Day 6, 1609:18-1610:10, Nov. 3, 2014)

32. Rule 204T/204 was adopted to, among other things, address prolonged failures to
deliver. Rule 204T became effective on September 18, 2008 and Rule 204 became effective on
July 31, 2009.

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 4 previously stipulated to by all parties and there is no basis for a separate or
additional finding of fact.

b. Counterstatement: Stip. FOF 4 as set forth below.

c. Support:
e Stip. FOF 4

FOF 4. Rule 204T/204 was adopted to, among other things, address prolonged failures to
deliver. Rule 204T became effective on September 18, 2008 and Rule 204 became
effective on July 31, 2009.

(See Order on Stipulations; Hearing-Day 10, 2290:1-4, Nov. 7, 2014)

33. At all relevant times, PFSI was a clearing firm, i.e., a participant of a registered
clearing agency and a member of NSCC. As a clearing firm, PFSI had obligations under Rule
204(a) to close-out CNS failures to deliver resulting from long sales no later than market open
T+6.

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 6 previously stipulated to by all parties and there is no basis for a separate or
additional finding of fact.
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b. Counterstatement: Stip. FOF 6 as set forth below.

c. Support:

e Stip. FOF 6

FOF 6. At all relevant times, Penson was a clearing firm, i.e., a participant of a registered
clearing agency and a member of NSCC. As a clearing firm, Penson had
obligations under Rule 204(a) to close out CNS failures to deliver resulting from
long sales no later than market open T+6.

(See Order on Stipulations; Hearing-Day 10, 2294:8-11, Nov. 7, 2014)

34. No PWI entity other than PFSI had close-out obligations under Rule 204.

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 111 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 111 as set forth below.

c. Support:

e Stip. FOF 111

FOF 111. No PWI entity other than PFSI had close out obligations under Rule 204.

(See Order on Stipulations)

35. From October 2008 until November 2011, PFSI failed to close-out CNS failures to
deliver resulting from long sales of loaned securities by market open T+6. The relevant long
sales originated with securities held in customer margin accounts. Under the Commission’s
customer protection rule, PFSI is permitted, subject to certain conditions and limitations, to re-
hypothecate margin securities to third parties. PFSI re-hypothecated margin securities according
to the terms of the Master Securities Lending Agreement (“MSLA”) developed by the Securities
Industry and Financial Markets Association (“SIFMA”™).

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 7 previously stipulated to by all parties and there is no basis for a separate or
additional finding of fact.

b. Counterstatement: Stip. FOF 7 as set forth below.

c. Support:

e Stip. FOF 7
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FOF 7. From October 2008 until November 2011, Penson failed to close out CNS failures
to deliver resulting from long sales of loaned securities by market open T+6. The
relevant long sales originated with securities held in customer margin accounts.
Under the Commission’s customer protection rule, Penson is permitted, subject to
certain conditions and limitations, to re-hypothecate margin securities to third
parties. Penson re-hypothecated margin securities according to the terms of the
Master Securities Lending Agreement (“MSLA™) developed by the Securities
Industry and Financial Markets Association (“SIFMA™).

(See Order on Stipulations; Hearing-Day 10, 2298:24-2299:3, Nov. 7, 2014)

36. When a margin customer sold the hypothecated securities that were out on loan,
PFSI issued account-level recalls to the borrowers on T+3, i.e., three business days after
execution of the margin customer’s sale order. When the borrowers did not return the shares by
the close of business T+3, and PFSI did not otherwise have enough shares of the relevant
security to meet its CNS delivery obligations, PFSI incurred a CNS failure to deliver.

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 8 previously stipulated to by all parties and there is no basis for a separate or
additional finding of fact.

b. Counterstatement: Stip. FOF 8 as set forth below.

c. Support:
e Stip. FOF 8

FOF 8. When a margin customer sold the hypothecated securities that were out on loan,
Penson issued account-level recalls to the borrowers on T+3, i.e., three business
days after execution of the margin customer’s sale order. When the borrowers did
not return the shares by the close of business T+3, and Penson did not otherwise
have enough shares of the relevant security to meet its CNS delivery obligations,
Penson incurred a CNS failure to deliver.

(See Order on Stipulations; Hearing-Day 10, 2303:23-2304:8, Nov. 7, 2014)

37. It was Stock Loan’s obligation to close-out CNS fails arising from long sales of
loaned securities.

a. Response: No dispute.

38. By contrast, PFSI’s Buy-ins department had the responsibility to close-out CNS
fails caused by customers by buying in the shares owed, e.g., customer short sales. The cost of
the buy-in, and the attendant market risk, was borne by the customer or broker causing the fail.

a. Response: Dispute — accuracy of statement.
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b. Counterstatement: PFSI’s Buy-ins department had the responsibility to close-out
CNS fails caused by customers by buying in or borrowing the shares owed, e.g.,
customer short and long sales. The cost of the buy-in, and the attendant market
risk, was borne by the customer or broker causing the fail.

c. Support:

e Gover Testimony

Q Okay. What did buy-ins do at PW- -- PFSI?

A Well, we certainly handled the Reg SHO buy-ins, and we can, I imagine, talk about that.
We also handled broker-to-broker buy-ins. So if we had trades that were not selling perhaps
through CNS, that they were selling just DTC trade for trade, if we were failing to receive from
a party, we -- we could issue a -- a buy-in. If we were failing to deliver on a position and
another firm issued us a buy-in, we would look at it and either -- retrans is the industry jargon --
we were retransmitting the buy-in to the party that owes you the shares, or, you know, if it was
due to a failure on our part, we would -- we would handle those buy-ins. 1 mean, if we were
being bought in, notified we were being bought in, making sure we were ascribing the buy-in
costs correctly to the party that caused it.

Q Okay. What do you mean by "buy-in"?

A You're going to market and you are buying shares at the market. So let's go back to the
trade settlement. And you have a contractual agreement or your customer has a contractual
agreement to sell -- sell 100 shares of IBM and deliver them for X amount of money. Ifthe
party that is not -- that is due to receive those 100 shares of IBM doesn't receive them, they --
they have some recourse which -- to prevent them from having undue financial risk and they
can -- they can buy it in. They can go and say, hey, the broker was supposed to deliver this to
me. He didn't deliver it. I need to have the shares because I have to deliver them to somebody
else. I'm notifying you, I'm buying you in at the market. And they go buy the shares that you
were supposed to deliver to them. So now they've -- they've fulfilled their obligation that they
can -- they had to buy the shares so they can make forward delivery or to give them to your
customer who they're owed. The party that should have delivered them to them now has market
risk because now they've got shares that they -- they don't need to deliver them anymore. That -
- that receiving firm no longer needs them because they bought in. So that's -- that's the core of
it. You are -- generally with buy-ins, it's -- you're -- you are -- it's a very risk manage- -- it's a
risk-management-centered function.

Q And who bears the cost of that buy-in?

A In general terms, whoever caused it.

Q Okay. Whoever caused what?

A The buy-in. So, you know, if -- if you have a customer that caused a buy-in, there's a whole
bunch of different kinds of -- you know, different types of trades. But let's say that they have a
physical certificate, and they go to deliver the shares to the transfer agent, who is then going to
re-register them into the street name for Penson, and they sell the shares. But if you don't have
the shares to deliver and they sold them before they were cleared through the agent, and we get
bought in, or we get notified that we're going to be bought in, we're going to pass those costs
back to the customer. If it's another broker that's failing to deliver to us and -- and Penson is
buying in, we're -- we're putting that cost back to that broker who is failing to deliver to us. If

23




it's Penson that is being bought in or should have been bought in, generally Penson is going to
have the market risk and the cost on it. So it's whichever party is causing the buy-in is the one
that is going to bear the market risk and the cost.

(Hearing- Day 1, 87:13-90:3, Oct. 27, 2014)

e  Wetzig Testimony

Q [Iwant to talk about who, at Penson, had the responsibilities to deal with those various
things. So let's start with customer short sales. What was the process at Penson for closing out
a customer short sale by market open T+4? A So we would get in on T+4 at around 6:00 in
the morning, and we would receive a list, the potential 204 customer closeouts, and we would
try to go borrow those items before the market opened.

Q And when you say "we," who's the we in that sentence?

A Rudy would try to borrow the items, initially, and Dawnia would forward the items to me,
and [ would try it as well.

Q So that -- you're talking about people in Stock Lending?

A Correct.

Q Okay. So on the morning of T+4, after Stock Lending had tried to borrow to cover the
customer shorts, were you successful in covering some of the shorts? A We were
successful in covering most of the shorts.

Q Okay. So if Stock Lending couldn't borrow to cover a customer short, what happened next?
A We would send the list back down to the buy-in department. And then they would receive
that list and send me instructions, to the trade desk, to close-out the customer short sales.

What did buy-ins then do with the list?

They would send those securities to the trade desk for execution.
And "execution" means -- means what?

They would buy the customer's short sale.

So that was handled by the buy-ins group?

Correct.

=0 B0 PO

(Hearing- Day 2, 361:24-364:3, Oct. 28, 2014)

e De La Sierra Testimony

Q And let's -- let's talk about those two processes. So on T3, if you queried and determined it
was the result of a short sale, what did Stock Lending do?

A We would put our list together and start borrowing --

Q Who was the borrower?

A There was a lot of those as well. So part of that was what it put -- the Dawnia Robertson
reviews is loaded up into LoanNet to try to automate some of these borrows.

Q So when there's a fail due to a short sale on T3, Stock Lending tries to borrow to cover that
fail?

A Thatis correct.

Q What about on T4? Does Stock Lending do anything on T4?

24




A If the customer requested us to borrow it, we would attempt to borrow it in the moming of
T4 before the opening.

Q And if Stock Lending couldn't borrow on the morning of T4 before the open, what would
Stock Lending do?

A We'd notify the buy-ins group.

(Hearing- Day 1, 230:21-231:18, Oct. 27, 2014)

39. PFSI violated Rule 204T/204 at least 1500 times during the time period relevant to
this case.

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 49 previously stipulated to by all parties and there is no basis for a separate

or additional finding of fact.

b. Counterstatement: Stip. FOF 49 as set forth below.

c. Support:

e Stip. FOF 49

FOF 49. During the relevant time period there were at least 1,500 Rule 204T(a)/204(a)
violations by PFSI relating to long sales of loaned securities.

(See Order on Stipulations; Hearing-Day 10, 2468:25-2469:4, Nov. 7, 2014)

40. PFSI violated Rule 204T/204’s requirement to close-out at market-open T+6
approximately 2-10 times each trading day.

a. Response: Dispute. The Division’s statement is redundant given Stip. FOF 49

regarding the number of violations previously stipulated to by all parties. There is
no basis for a separate or additional finding of fact.

1. Alternatively, Yancey objects based on the accuracy of the statement.

b. Counterstatement: Stip. FOF 49 as set forth below.

i. Alternatively, Yancey suggests the following counterstatement based on
accuracy:

De La Sierra and Wetzig testified that PFSI violated Rule 204T/204’s
requirement to close-out at market-open T+6 approximately 2-10 times

each trading day.
c. Support:
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FOF 49. During the relevant time period there were at least 1,500 Rule 204T(a)/204(a)
violations by PFSI relating to long sales of loaned securities.

(See Order on Stipulations; Hearing-Day 10, 2468:25-2469:4, Nov. 7, 2014)

e De La Sierra Testimony

Mr. De La Sierra, how frequently was Stock Lending buying in on the afternoon of T+6?
It would have been daily.

And do you recall how many instances each day?

It could be -- it would vary. A couple to, you know, a few.

>0 >0

(Hearing- Day 1, 227:22-228:2, Oct. 27, 2014)

o  Wetzig Testimony

Q On average, how many times during the week were you buying someone in, at the end of
the day, on T+6?

A Twould say, on average, two to three times a day we bought somebodyin. Q Two to
three times a day?

A Correct.

Q Allright. Now, if I understood you right, that would only happen if the obligation -- excuse
me -- if the deficit still existed at the end of the day on T+6; is that right?

A That is correct.

Q Are there times where that deficit could have cleaned up during the day on T+6?

A Thatis correct.

Q Do you have a sense of -- so we talked about at the end of the day, there were two to three
buy-ins every day. Do you have a sense of, at the beginning of the day at market open T+6,
how often -- or how many open deficits there still were?

A 1 would say, maybe, eight to ten.

Q On -- on every day?

A Correct.

(Hearing- Day 2, 370:18-371:14, Oct. 28, 2014)

41. While many trades naturally settled prior to market-open T+6, when a settlement
failure reached market-open T+6, which is the point at which Rule 204 says PFSI must take
action to close-out the fail, PFSI Stock Loan took no action to close-out the fail. Thus, 100% of
the fails that reached the point where Rule 204 required action were not closed out on time.

a. Response: Dispute — accuracy of statement; contrary testimony.
b. Counterstatement: While many trades naturally settled prior to market-open T+6,
when a settlement failure reached market-open T+6, on some occasions, Stock

Loan did attempt to borrow or buy in shares before market open T+6 to close-
out fails to deliver caused by long sales of loaned securities. On some occasions
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PFSI Stock Loan took no action to close-out the fail. Thus, some of the fails that
reached the point where Rule 204 required action were not closed out on time.

c. Support:

e Johnson Testimony

Q Sure. Maybe I'll ask you more broadly. From 2008 to 2011, when on T6 did Stock Lending
buy in to close out fails to deliver?

A 1 think we bought in in the morning and then throughout the day.

Q OnT+6?

A Yes.

(Hearing-Day 2, 515:9-15, Oct. 28, 2014)

e De La Sierra Testimony

Q Now, I believe there was a time when Stock Loan did begin trying to borrow before the
morning of T+6, is that right, to —
A Ibelieve —

A -- there was a few times where it was attempted.

(Hearing, Day 1, 306:14-20, Oct. 27, 2014)

e Sirri Testimony

Q Isit fair to say that persistent failures to deliver can be consistent with Rule 204, compliance
with Rule 204?

A Youcan have a situation in a security where there's a persistent fail to deliver and the people
who are trading that security absolutely are complying with the requirements of Rule 204.

Q And is that when they purchase on at market open?

A An example would be someone sells stock on AT short, you reach beginning of market open
T+4, they buy shares to cover the short position. Those shares would settle on T+7, so you will
show a fail to deliver system -- in the system from T+3 to T+7, and then they establish a new
short position on, say, T+5. So you may see a long string of these, or perhaps another short
position on T+4 later in the day. You can see a long string of fail to delivers. That doesn't
mean someone is not complying with the rule.

(Hearing-Day 6, 1605:10-1606:3, Nov. 3, 2014)

42. It is not surprising that only a small percentage of all trades PFSI cleared violated
Rule 204, because the vast majority of all trades settle on time, i.e., by T+3. That fact does not
excuse or diminish PFSI’s Rule 204 violations.

a. Response: Dispute. The Division’s statement consists of impermissible argument
and should be stricken. See Post-Hearing Order § 5(c). Additionally, the
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Division’s statement is redundant of Stip. FOF 49 previously stipulated to by all
parties. There is no basis for a separate finding of fact.

b. Counterstatement: Stip. FOF 49 as set forth below.

c. Support:

FOF 49. During the relevant time period there were at least 1,500 Rule 204T(a)/204(a)
violations by PFSI relating to long sales of loaned securities.

(See Order on Stipulations; Hearing-Day 10, 2468:25-2469:4, Nov. 7, 2014)

43. There would have been substantial costs to PFSI if it had bought shares at market-
open T+6, without being able to pass those costs on to customers.

a. Response: Dispute. The Division’s statement is unsubstantiated conjecture and
redundant of existing stipulated findings of fact regarding the benefits to PFSIL.
There is no basis for a separate finding of fact.

b. Counterstatement: During the relevant time period the only specifically quantified
benefit PFSI gained from not timely closing out at market open on T+6 is
$59,000.

C. Support:
e Stip. FOF 53

FOF 53. During the relevant time period the only specifically quantified benefit PFSI
gained from not timely closing out at market open on T+6 is $59,000.

(See Order on Stipulations)

e Stip. FOF 80

FOF 80. The total calculated benefit to Penson from the 204(a) violations at issue is only
approximately 0.08 percent of Stock Loan’s total revenue during the relevant
period.

(See Order on Stipulations)

e Johnson Testimony

Q: Are you aware, Mr. Johnson, that the SEC alleges in this lawsuit that the reason Penson was
violating Rule 204 was for a profit motive? Have you heard that?

A: Yes.

Q: What do you think about that?

A: I think it's bull crap.
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Q: In your view, was there material economic benefit to Penson for the conduct they're alleged to
have committed with respect to Rule 204? A: I think what you're saying is, was it worth it if we
broke the rule. No. We wouldn't -- we didn't do the rule because we didn't understand how to do
it. We did not do it for money.

(Hearing-Day 2, 539:23-540:11, Oct. 28, 2014)

44. Stock Loan did not attempt to borrow shares before market open T+6 to close-out
fails to deliver caused by long sales of loaned securities.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: On some occasions, Stock Loan did attempt to borrow or
buy in shares before market open T+6 to close-out fails to deliver caused by long
sales of loaned securities.

c. Support:

e Johnson Testimony

Q Sure. Maybe I'll ask you more broadly. From 2008 to 2011, when on T6 did Stock Lending
buy in to close out fails to deliver?

A I think we bought in in the morning and then throughout the day.

Q OnT+6?

A Yes.

(Hearing-Day 2, 515:9-15, Oct. 28, 2014)

e De La Sierra Testimony

Q Now, I believe there was a time when Stock Loan did begin trying to borrow before the
morning of T+6, is that right, to —
A Ibelieve —

A -- there was a few times where it was attempted.

(Hearing, Day 1, 306:14-20, Oct. 27, 2014)

45. If Stock Loan had decided to close-out fails on the morning of T+6 by buying
shares in its own proprietary account, as opposed to buying in the borrowing counterparty, that
decision would have had to be approved at a very high level within PFSI because taking a
proprietary position could expose the firm to significant losses.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: De La Sierra and Wetzig testified that if Stock Loan had
decided to close-out fails on the morning of T+6 by buying shares in its own
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proprietary account, as opposed to buying in the borrowing counterparty, that
decision would have had to be approved by Mike Johnson or Phil Pendergraft
because taking a proprietary position could expose the firm to significant losses.

c. Support:

e De La Sierra Testimony

Q ... [I]f Stock Lending had bought in on Penson's own propriety account on the morning of
T+6, is that something you think you would have had authority to do?

A I would not have, no.

Q Why not?

A Well, now you're taking proprietary positions in illiquid names, and that would have
had to have been approved above me, probably above Mike Johnson.

Q What's the risk with taking shares in proprietarily?

A It's market risk. And, like I said, these are illiquid names, so any small movement -- or I'm
sorry -- any trading of these could create large moves in stock price. And now you're
proprietary -- I mean, we're not traders. We're Stock Loan. We're just -- we're agents. We're
lending securities that are -- are inventory.

Q Isee.

Help me understand. What is the risk, though, that -- if you hold it and the markets moves, so
what?

A Big -- large losses.

(Hearing- Day 1, 228:6-229:2, Oct. 27, 2014)

Q --discussion? Okay. And that discussion was in the context

of when you were talking about Rule 204 with Mr. Heinke;

isn't that right?

Yes.

Okay. And why would Penson buy in on their own propriety account?

If they wanted to be long of security.

Okay. And how -- sorry. How does that fit in with Rule 204?

It doesn't.

Okay. Would that be a -- a PFSI activity though --

It would --

-- something your group would handle?

It would be PFSL

Okay. I think you said that that approval for that activity might have to go above -- above
Mike Johnson —

A Yes.

Q --Ibelieve is what you said? In fact, Phil would have to approve that activity, right?
A You would probably go to Phil.

OO »LO >

(Hearing-Day 1, 307:2-25, Oct. 27, 2014)

e  Wetzig Testimony
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Well, why couldn't Stock Loan or Penson just buy those positions in?
That wouldn't have been my decision.

Pardon?

That would not have been a decision that I could have made.

>0 R0

A If they would have told me to close-out, I would have closed out. That was not my decision
to make.

Q Whose decision was it?

A That would be Mike Johnson, Senior Vice President of Stock Loan.

Q So he was in there telling you how to make every decision on your management job?

A No. He was not telling me how to make every decision, but taking a large dollar position
on proprietary trading would have gone to him.

Q So you would have had to clear a 204 buy-in through Mike Johnson?

A Yes, that is correct.

(Hearing- Day 2, 395:3-396:14, Oct. 28, 2014)

Q And one of the things you said, if | heard you right, is that something about taking a large
dollar position on a proprietary trade wasn't something you would have authority to do. Do you
recall that?

A Yes, sir, I do.

Q What did you mean by that?

A That wouldn't have been my decision to make, to buy ourselves in on one, on T+6, without
any coverage.

Q Why not?

A Because we would have large market risk exposure if we were to buy ourselves in. It
would be long, that security.

Q Large market risk and exposure. And if you're long on a security with large market risk
and exposure, what -- what does that risk mean in real world terms?

A So depending on the change in the stock price, you can essentially lose a lot of money very
quickly.

(Hearing- Day 2, 425:6-425:22, Oct. 28, 2014)

46. Itwasnot typical for PFSI to buy stock in its proprietary account.
a. Response: Dispute — accuracy of statement.

b. Counterstatement: Wetzig agreed that it was not typical for PFSI to buy stock in
its proprietary account.

c. Support:

e  Wetzig Testimony

Q And was it not typical for Penson to buy positions in its proprietary account?
A That is correct.
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(Hearing- Day 2, 425:23-425:25, Oct. 28, 2014)

47. Had PFSI Stock Loan been buying in for PFSI’s proprietary account at market-open
T+6, that is something that would have been a big deal and a topic of conversation at the firm.

a. Response: Dispute — accuracy of statement.

b. Counterstatement. Wetzig testified that had PFSI Stock Loan been buying in for
PFSI’s proprietary account at market-open T+6, that is something that would have
been a fairly big deal and a topic of conversation at the firm.

c. Support:

e  Wetzig Testimony

Q Would it have been, in your view, a -- a big deal if Penson started buying itself in on T+6 in
its proprietary account?

A I think it would have been a fairly big deal.

Q You think you would have had to go -- I think you said this. But you would have had to go
up the chain, correct?

A Yes, sir, that is correct.

Q And it's something, in your view, people at the firm would have been talking about, that's
something Penson was doing?

A Absolutely.

(Hearing- Day 2, 426:1-426:12, Oct. 28, 2014)

48. Buying in a borrowing counterparty allowed PFSI to pass the risks involved without
taking a proprietary position along to the counterparty.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: De La Sierra testified that executing buy-ins at the end of the
day on T+6 allowed PFSI to pass certain losses along to the customer or
counterparty.

c. Support:

e De La Sierra Testimony

Q ... What is the risk, though, that -- if you hold it and the markets moves, so what?
A Big -- large losses.

Q Large losses.

Why wasn't that a risk when you were doing your buy-ins at the end of the day on T+6?
A Because those you pass along to your customer or to the counterparty.

32




(Hearing- Day 1, 228:25-229:3, Oct. 27, 2014)

49. Prior to the implementation of Rule 204 T, PFSI issued recalls for stock that it had
loaned out, but was now needed to fulfill a settlement obligation, on T+3. Based on PFSI’s recall
letter, as well as the terims of the MSLA, the borrowing counterparty had until the end of the
third business day after receiving the recall (i.e., until the end of the day on T+6) to return the
shares. If they did not return the shares by the end of the day on T+6, at that point PFSI would
buy the counterparty in.

a. Response: No dispute.

50. Stock Loan personnel, including Mike Johnson, understood that Rule 204 required
close-outs of fails to deliver related to long sales of loaned securities at market-open T+6.

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 41 and 70 previously stipulated to by all parties and there is no basis for a
separate or additional finding of fact.

b. Counterstatement: Stip. FOF 41 and 70 as set forth below.

c. Support:
e Stip. FOF 41

FOF 41. Michael Johnson, the Senior Vice President of Stock Loan, was an associated
person of Penson. He had primary authority and responsibility within Stock Loan
for its operational practices and for the Department’s WSPs, which WSPs were
incorporated into Penson’s WSPs. The Senior Vice President of Stock Loan knew
that Rule 204T(a)/204(a) required Penson to close out CNS failures to deliver for
long sales, including long sales of loaned securities, by market open T+6. From
October 2008 through November 2011, the Senior Vice President of Stock Loan
knew Penson was at times violating Rule 204T(a)/204(a) in connection with long
sales of loaned securities.

(See Order on Stipulations; Hearing, Day 10, 2427:15-2428:4, Nov. 7, 2014)

e Stip. FOF 70

FOF 70. Members of Penson’s Stock Loan Department at all times knew that Rule 204T or
204 required them to close out all long sale transactions by market open at or
before market open on T+6.

(See Order on Stipulations; Hearing, Day 10, 2505:1-4, 7-9, Nov. 7, 2014)
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51. When 204T was implemented, PFSI Stock Loan initially attempted to close-out
fails to deliver related to long sales of loaned securities on the moming of T+6. However,
because the recall had not been issued until T+3, the counterparties would not accept the buy-in
on the morning of T+6, and instead insisted that they had until the end of the day on T+6 to
return the borrowed shares.

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 10 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 10 as set forth below.

c. Support:
e Stip. FOF 10

FOF 10. Stock Loan initially attempted to comply with Rule 204T for long sales of loaned
securities by recalling loans at the account level on T+3 and buying in the
borrowers at market open T+6. However, because the MSLA gave the borrowers
three full days (until close-of-business T+6) to return the shares, the borrowing
counterparties pushed back against Penson’s attempted market-open T+6 buy ins.

(See Order on Stipulations; Hearing, Day 10, 2308:6-9, 7-9, Nov. 7, 2014)

52. Stock Loan determined that it would not close-out fails to deliver related to
securities that had been loaned until the end of the day on T+6, at which time it would buy-in the
counterparty.

a. Response: Dispute — The Division’s statement is redundant of Stip. FOF 11
previously stipulated to by all parties. Stip. FOF 11 reflects a more accurate
recitation of the testimony and evidence set forth at trial. Alternatively, the
statement is inaccurate given testimony from both Johnson and De La Sierra
contradicts the Division’s statement.

b. Counterstatement: Stip. FOF 11 as set forth below.

i. Inthe alternative, the Division’s Prop. FOF should state as follows:

On some occasions, Stock Loan did attempt to borrow or buy in shares
before market open T+6 to close-out fails to deliver caused by long sales
of loaned securities.

c. Support:
e Stip. FOF 11

FOF 11. At least on some occasions, Stock Loan allowed CNS failures to deliver resulting
from long sales of loaned securities to persist beyond market open T+6. At least
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on some occasions, Stock Loan personnel did not take steps, such as purchasing
or borrowing securities, in order to close out Penson’s CNS failure-to-deliver
position.

| (See Order on Stipulations; Hearing-Day 10, 2315:11-19, Nov. 7, 2014)

e Johnson Testimony

Q Sure. Maybe I'll ask you more broadly. From 2008 to 2011, when on T6 did Stock Lending
buy in to close out fails to deliver?

A 1 think we bought in in the morning and then throughout the day.

Q OnT+6?

A Yes.

(Hearing-Day 2, 515:9-15, Oct. 28, 2014)

e De La Sierra Testimony

Q Now, I believe there was a time when Stock Loan did begin trying to borrow before the
morning of T+86, is that right, to —
A Ibelieve —

A  -- there was a few times where it was attempted.

(Hearing, Day 1, 306:14-20, Oct. 27, 2014)

53. Mike Johnson knew that Stock Loan was not closing out fails to deliver at market
open T+6.

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 41 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 41 as set forth below.

c. Support:
e Stip. FOF 41

FOF 41. Michael Johnson, the Senior Vice President of Stock Loan, was an associated
person of Penson. He had primary authority and responsibility within Stock Loan
for its operational practices and for the Department’s WSPs, which WSPs were
incorporated into Penson’s WSPs. The Senior Vice President of Stock Loan
knew that Rule 204T(a)/204(a) required Penson to close out CNS failures to
deliver for long sales, including long sales of loaned securities, by market
open T+6. From October 2008 through November 2011, the Senior Vice
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President of Stock Loan knew Penson was at times violating Rule
204T(a)/204(a) in connection with long sales of loaned securities.

(See Order on Stipulations; Hearing-Day 10, 2427:15-2428:4, Nov. 7, 2014)

54. Ashead of PFSI Stock Loan, Mike Johnson ultimately made the decision that
Stock Loan would not close-out fails to deliver until the afternoon of T+6.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Wetzig testified that Mike Johnson developed the procedure by
which PFSI would not close-out until the afternoon of T+6.

c. Support:

e DelLaSierra Testimony

Q [I'want to take a little bit of a tangent and just ask you if Stock Lending had bought in on the
Penson's own propriety account on the morning of T+6, is that something you think you would
have had authority to do?

A I would not have, no.

Q Whynot?

A:Well, now you're taking proprietary positions and illiquid names, and that would have
had to have been approved above me, probably above Mike Johnson.

Okay. And why would Penson buy in on their own propriety account?

If they wanted to be long of security.

Okay. And how -- sorry. How does that fit in with Rule 204?

It doesn't.

Okay. Would that be a -- a PFSI activity though --

It would --

-- something your group would handle?

It would be PFSI.

Okay. I think you said that that approval for that activity might have to go above --
above Mike Johnson --

A Yes.

Q --Ibelieve is what you said? In fact, Phil would have to approve that
activity, right?

A You would probably go to Phil.

OPRoPOPTLO PO

(Hearing — Day 1, 228:6-15, 307:7-25, Oct. 27, 2014)

o  Wetzig Testimony

Q So who developed Stock Loan's practices and procedures for closing out 204 -- for closing
out long sales of loan securities for 204 purposes?
A From my knowledge, it would be Mike Johnson.
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Q And the practice then was -- was Rudy De La Sierra or Mike or Brian Hall ever -- do you
know if they had any role in it?

A Maybe a minimal role at the end of the day. Mike was the guy in charge and the guy who
ultimately told us what to do.

Q So Mike Johnson developed the procedure by which you would not close-out until
afternoon of T+6?

A Correct.

(Hearing- Day 2, 389:11-389:23, Oct. 28, 2014)

55.  One of the pressure points in PFSI’s relationships with its counterparties was
around being bought in, because it could be a cost for the counterparty.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Wetzig testified that one of the pressure points in PFSI’s
relationships with its counterparties was around being bought in, because it could
be a cost for the counterparty.

c. Support:

e Wetzig Testimony

Q Mr. Wetzig, when you were at Stock Lending, at Penson Financial Services, did you
observe any pressure points on those relationships with other broker-dealers?

I did.

What were those pressure points?

More so on when we were trying to buy them out.

What do you mean by that? Explain why buying --

So --

-- would be a pressure point.

-- we would recall the stock that we were loaning them, and they would essentially push
back quite a bit when we tried to buy them out on that loan that they were not returning.

Q Did they tell you why they were pushing back on a buy-in?

A Normally, it was because their customer had already covered the trade.

Q And why -- just help us understand. Why would a broker-dealer care if you were buying
them in?

A Because they had a client on the other side of that trade. So if they -- if you essentially
buy-in a broker-dealer, you're closing out their customer's trade --

Q Is there --

A --or the --

Q I'msorry. Ididn't mean to talk over you. I was going to ask, is there cost to that broker-
dealer, of you buying them in?

A That would depend if they could -- if their customer had not covered the trade amount, they
could just pass the price directly to the customer. If the trade has already been closed out, that
broker would be -- or the customer would be long in the shares once they got bought in.

>0 0 >0 >

37



[ (Hearing- Day 2, 358:9-359:18, Oct. 28, 2014)

56. Maintaining relationships with PFSI’s counterparties was extremely important to
PFSI’s business model. Without those relationships, PFSI would likely have gone out of
business.

a. Response: Dispute — accuracy of statement. The Division’s statement
mischaracterizes the nature and scope of the testimony.

b. Counterstatement: Wetzig testified that maintaining relationships with PFSI’s
counterparties was extremely important. He testified that without those
relationships, PFSI would not have been able to cover trades, borrow securities, or
loan securities to make revenue, which he assumed would cause PFSI to go out
of business.

c. Support:

e Wetzig Testimony

Q Earlier, when you were discussing the mechanics of Stock Lending and who you would
loan or borrow shares from, I thought I heard you say something like there were -- there were
big guys like Citigroup. Do you recall that?

A Ido.

Q Help us understand what that means. Where did Penson fit in the world of broker-dealers,
and was it a big guy, small guy?

A So while we were considered big by clearing firm standards, we were kind of an asset size,
a lot smaller than, obviously, the Citigroups and Goldman Sachs and the Ameritrades and those
types of broker-dealers that we were doing business with.

Q Were the relationships with those broker-dealers important to Penson Stock Lending?
A They were extremely important.

Q Why?

A Ifwe did not have those relationships, we could not go out and borrow. We could not
borrow or lend securities to perform stock lending.

Q Why not?

A If we couldn't go out to -- they could essentially quit doing business with us and shut us off.

(Hearing- Day 2, 357:10-358:8, Oct. 28, 2014)

Q You may have said this, and I apologize: But if Penson Financial Services didn't have
these relationships with the broker-dealer, what -- what would happen?

A We probably would have -- we wouldn't have been able -- we wouldn't have been able to
cover trades. We wouldn't have been able to borrow securities. We wouldn't have been able
to loan to make revenue. So at some point, I would assume that the firm would have gone
out of business.

(Hearing- Day 2, 360:13-360:22, Oct. 28, 2014)
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57. Nothing in Rule 204T or Rule 204 allowed PFSI to delay its close-out until the end
of the day on T+6 based on the terms of PFSI’s recall letter or the terms of the MSLA.

a. Response: Dispute — accuracy of statement. The Division’s statement
mischaracterizes the nature and scope of the testimony and calls for a legal
conclusion.

b. Counterstatement: De La Sierra testified that, to his knowledge, nothing in
Rule 204T or Rule 204 stated that PFSI could delay its close-out until the end of
the day on T+6 based on the terms of PFSI’s recall letter.

c. Support:

e De La Sierra Testimony

Q You talked about the recall letters stating that they had all day on T6. Was there anything
in the rule that said that, to your knowledge?
A No.

(Hearing- Day 1, 227:1-227:4, Oct. 27, 2014)

58. The MSLA and PFSI’s recall letter were specific to the date the recall was issued,
rather than the date the trade was executed, meaning that if a recall was issued on, for example,
T+2, the borrower would have three full business days, or until the end of the day on T+5, to
return the shares.

a. Response: Dispute — accuracy of statement and unclear as stated.

b. Counterstatement: Pursuant to the MSL A and PFSI’s standard recall letter, the
date on which PFSI was permitted to buy in a customer was specifically tied to
the date PFSI issued a recall notice as opposed to the trade execution date,
meaning that if PFSI issued a recall notice on, for example, T+2, the borrower
would have three full business days, or until the end of the day on T+5, to return
the shares.

c. Support:

e Wetzig Testimony

Q Now, I want to make sure something is clear for the record. The MSLA that you're talking
about, does it talk about on what T date you can close-out a loan or is it specific to when you
issued the recall?

A It is specific to when you issue the recall.

Q So hypothetically, help us understand this. If Penson had issued a recall on T+1, when
could -- under the Master Securities Lending Agreement, when could you buy-in a customer?
A On T+4, if we would have issued on T+1.

Q All right. And the same thing, if Penson had issued the recall on T+2, when could it have
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recalled -- bought in a customer?
A We could bought in a customer on T+5.

(Hearing- Day 2, 369:7-369:20, Oct. 28, 2014)

59. In approximately the fall of 2011, Stock Loan became aware of a provision in Rule
204’s adopting release that suggested that compliance with Rule 204 could be achieved by
issuing recalls of loaned stock on T+2.

a. Response: Dispute — accuracy of statement. The Division’s statement
mischaracterizes the nature and scope of the testimony. The Division’s statement
regarding Rule 204 compliance is unsupported by testimony of its own expert
witness.

b. Counterstatement: De La Sierra testified that, in approximately the fall of 2011,
Stock Loan became aware of footnote 55 of Rule 204°s adopting release.

c. Support:

e De La Sierra Testimony

Q ... What did Stock Lending do in the fall of 2011?
A Once we became aware of the Footnote 55, we started working with Sendero to -- to have
some visibility into future settlement. That way we could accurately send recalls out on T2.

(Hearing- Day 1, 247:19-247:24, Oct. 27, 2014)

e Harris Testimony

Q My question was, it is a violation if you do not recall on T+2; is that a true or false
statement?

A Itisa violation if you do not -- that's a false -- I hate these negatives, the double negative
stuff. Let me just --

Q I'm happy for you to rephrase it in a way that it makes sense.

A As I stated before, the rule does not require that you recall on T+2. Accordingly, if you
don't recall on T+2, you haven't violated any rule.

Q Did you hear testimony during this trial from some witnesses who believed that the rule
was you must recall on T+2?

A Yes,Idid.

Q Did that surprise you?

A Irecognized that it was mistaken.

Q It was confused?

A No. I recognized that the witness was

mistaken.

(Hearing-Day 4, 1115:2-20, Oct. 30, 2014)
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60. At that time, Stock Loan reprogrammed its Sendero system to issue recalls on T+2,
which allowed it to comply with both Rule 204 and the MSLA. By recalling on T+2, Stock
Loan could buy-in a counterparty three days after the recall, or at the close of business on T+5,
and still close-out the fail to deliver before market-open T+6. The re-programmed system was
extremely accurate in allowing Stock Loan to recall shares that were going to be in a fail
position.

a. Response: Dispute — accuracy of statement. The Division’s statement
mischaracterizes the nature and scope of the testimony. The Division’s statement
regarding Rule 204 compliance is unsupported by testimony. Contradicting
testimony provided by Harris.

b. Counterstatement: De La Sierra and Wetzig testified that in the fall of 2011
Stock Loan reprogrammed its Sendero system to issue recalls on T+2. Stock
Loan believed that if they recalled on T+2 it would cure the conflict between
Rule 204 and the MLSA. By recalling on T+2, Stock Loan could buy-in a
counterparty three days after the recall, or at the close of business on T+5, and
still close-out the fail to deliver before market-open T+6.. The re-programmed
system was extremely accurate in allowing Stock Loan to recall shares that were
going to be in a fail position.

c. Support:

e Harris Testimony

Q My question was, it is a violation if you do not recall on T+2; is that a true or false
statement?

A Itis a violation if you do not -- that's a false -- I hate these negatives, the double negative
stuff. Let me just --

Q I'm happy for you to rephrase it in a way that it makes sense.

A As I stated before, the rule does not require that you recall on T+2. Accordingly, if you
don't recall on T+2, you haven't violated any rule.

Q Did you hear testimony during this trial from some witnesses who believed that the
rule was you must recall on T+2?

A Yes,Idid.

Q Did that surprise you?

A 1 recognized that it was mistaken.

Q It was confused?

A No. Irecognized that the witness was

mistaken.

(Hearing-Day 4, 1115:2-20, Oct. 30, 2014)

e De La Sierra Testimony

Q At some point in time, did Penson Stock Lending do anything to begin recalling on T+2?
A Yes, we did.
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Q Describe that process for us. When did that occur?
A It would have been in the fall of 2011.
Q

... What did Stock Lending do in the fall of 2011?
A Once we became aware of the Footnote S5, we started working with Sendero to -- to have
some visibility into future settlement. That way we could accurately send recalls out on T2.
Q And -- and was Stock Lending able to reprogram Sendero to have visibility into future
settlements?
A Yes.
Q How accurate was it?
A It was extremely accurate. From all our testing, most of the -- the fails that occurred from
that were -- were not accurate, were not legitimate. They were based on a glitch. But we were
recalling our -- for our fails on -- very accurately.

(Hearing- Day 1, 247:5-248:9, Oct. 27, 2014)

Q ... Ithink you also said that recalling on T2 enabled Penson to do recalls and handle
the tensions with the Master Securities Lending Agreement. Am | summarizing accurately?
A That's correct.

Q Explain that, just so we understand.

A So by recalling on T2, now we were within the timelines of our recall letter. We could
close -- we could close-out the security at the afternoon of TS or, if need be, open it as T6 and --
because our counterparties would accept these buy-ins.

(Hearing- Day 2, 333:8-333:20, Oct. 28, 2014)

o Wetzig Testimony

Q Did there ever come a point in time where Sendero was reprogrammed to change when that

recall was happening?
A Yes.

(Hearing- Day 2, 372:25-373:3, Oct. 28, 2014)

Q Do you recall how the reprogramming worked? I mean, what happened? What -- what did
you do to reprogram Sendero?

A So our programmer, Matt Battaini, programmed Sendero so that we could see what we
needed to recall on T+2 instead of T+3.

(Hearing- Day 2, 373:7-373:12, Oct. 28, 2014)

Q Now, once Sendero was reprogrammed to recall on T+2, did you still have issues with your
counterparties pushing back and citing the MSLA?

A Very little.

Q And -- and why was that? Why did that resolve that problem?

A Now that we were recalling on T2, we could buy-in at the end of the day T5.
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(Hearing- Day 2, 374:21-375:3, Oct. 28, 2014)

61. The reprogramming of Sendero was done in house, and took approximately one
week.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Wetzig recalled the reprogramming of Sendero was done in
house, and took approximately one week.

c. Support:

e  Wetzig Testimony

Mr. Wetzig, did you have an understanding of how Sendero was reprogrammed?

Yes, I did.

How did you gain that understanding?

Our programmer, Matt Battaini, who worked with us in Stock Loans. It was known that he
programmed Sendero so that we could see what we needed to recall on T+2.

Q Allright. Do you recall how long it took Matt, Mr. Battaini, to reprogram Sendero?
A It wasn't very long. I would say, maybe, a week.

>0 R0

(Hearing- Day 2, 373:25-374:11, Oct. 28, 2014)

62. No one from compliance alerted Stock Loan to the provision in Rule 204°s adopting
release that suggested issuing recalls on T+2.

a. Response: Dispute — misleading and inaccurate statement; contrary testimony.

b. Counterstatement: The Compliance department gave sufficient guidance to Stock
Loan on how to comply with Rule 204. Rule 204 does not require recalls on T+2
and a failure to recall on T+2 does not violate Rule 204.

c. Support:

e Harris Testimony

Q My question was, it is a violation if you do not recall on T+2; is that a true or false
statement?

A It is a violation if you do not -- that's a false -- I hate these negatives, the double negative
stuff. Let me just --

Q I'm happy for you to rephrase it in a way that it makes sense.

A As] stated before, the rule does not require that you recall on T+2. Accordingly, if you
don't recall on T+2, you haven't violated any rule.

Q Did you hear testimony during this trial from some witnesses who believed that the rule
was you must recall on T+2?
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Yes, I did.

Did that surprise you?

I recognized that it was mistaken.

It was confused?

No. I recognized that the witness was mistaken.

>0 R0 B

(Hearing-Day 4, 1115:2-20, Oct. 30, 2014)

e Stip. FOF 59 (“For the alleged violations of Rule 204 for long sales of loaned
securities in this case, the Division of Enforcement is not alleging that a
failure to recall on T+2 or failure to close out at any time prior to market open
of T+6 is a violation™).

e Ex. 348 (Delaney circulated Rule 204 notice and analysis)
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From: Tom Belaney
Sent #on 8/10/2008 3:30:51 Pis

importance: Nomal
Subject: Adoption of Reg SHO Rule 2G4.
MAH _RECEIVED:  Mon 8/10/2008 3:30:51 P

All-

I wanted to send you ali a quick note o reinforce recent SEC action with respect to short sales.
On July 27, the SEC adopted  le 204 of Regulation SHO (previously known as 204(1)), making
permanent the inferim rule imposing close-out requirements on short sales. As adopted, Rule
204 requires that broker-dealers close out most fail posidons at the beginning of the first
settfement day following the Seftlement Date, generally T+4. Broker-dealers that do not close
out fail po itions in accordance with Rule 204 become subject to a “borrowing penalty” until the
broker-dealer purcRases securities to close out the fail position and the purchase clears and
settles at a registered clearing agency.

A broker-dealer has uniil the third settiement dav following setflement date (T+6) to close out
the fail position without becoming subject to the borrowing penalty if: (1) the broker-dealer can
demonsirate on its books and records that a fail position resulted from a long sale; or (2) the fail
position 1s attributable to bona fide market-making activities by registered market makers,
options market makers, or other market makers obligated to quote in the over-the-counter
market.

The final rule did include some modifications from 204(t). Specifically:

(1) Early Close Cuts Using Pre-Fail Credits. Rule 204 continues to permit early close ouis
through the use of so cailed “Pre-Fail Credits.” However, Rule 204 now provides that a broker-
dealer may use either purchases of borrows to obtaia the Pre-Fail Cradits, rather than being
limited to purchases In addition.  le 204 provides that a broker-dealer is only reguired to
obtain Pre-Fail Credits to cover its open fail position, rather than having to cover the entire
amount of its open short position;

{2) Using Borrowed Shares to Close Out Fail Positions. As noted above, Rule 204
costinmes to allow broker-dealers vatil T+6 to close out a fail position without becoming subject
to the borrowing penalty if the fail position resulfs from: long sales or from bona fide market
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making activity. However. broker-dealers now may either borrow or purchase securities to close
out those fail positions, rather than being Hmited to puechases;

{3) Allowing Extended Close Out Period for All “Deemed to Own™ Securities. Rule
204 incorporates the provision of Rule 204 T stating that fail positions resulting from sales of
securities pursuant to Rule 144 under the Secunines Act of 1933 nmst be closed out by no later
than the beginning of regular trading houes on the 35th consecunve calendar day following
Settlement Date. However, Rule 204 extends the application of that time frame beyond Rule 144
securities to all securities that a person is “deemed to own™ pursuant ro Rule 200 of Regulation
SHO and that such person intends to deliver as soon as all restrictions on delivery have been
removed; and

4) Explicit Prohibition on Sham Close Outs. Rule 204 now includes specific language to
provide that a broker-dealer will not be deemed to have fulfilled the requirements of Rule 204
where the broker-dealer enters into an arrangement with another person to purchase or borrow
securities as required by Rule 204, and the broker-dealer knows or has reason to know that the
other person will not deliver securities to setile the purchase or borrow.

Please feel free to distribute among team members as appropriate. If you have any questions or
comenents, please do note hesitate to call me.

Tom

| Penson Fimancial Services, Inc.

1780 Pacific Avenue, Suite 1400 | Daflas, T 73201
P: 2147651323 1 F: 214.217.1685

WWW.DERSOR COTE

o Ex 384 (re Reg SHO training)
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To: Tom WPENSON.COM}
Cc: Holiy SON.COM]
From: Doug Gorenflo

Sent: Fri 70912010 3:44:55 PM

importance: Nomal

Subject: RE: Reminder: Upcoming Webinars
MAL_RECEIVED:  Fri 7/82010 3:44:53 PM

Please let me know i you have any additions, but | think that the following should be in
attendance:

Brian Gover

Summer Poldrack (Buy-ins}

Angel Beeson {Buy-ins)

Tracie Pitinian {Buy-ins)

Craig Hughes (Buy-ins}

Brandon Carter {Buy-iris)

Brian Hall & whoever he wants to bring from Stock Loan

Jimmy Glasgow, Jeff Wilhelm & whoever they want to bring from Trading

Todd Boppsll

Dong Gorenfle

Semor Compliance Officer, AML Manager

From: Tom Delaney

Sent: Friday, July 09, 2010 10:33 AM

To: Doug Gorenfio

Cc: Holly Hasty

Subject: FW: Reminder: Upcoming Webhinars

Do you want to see if you can gst a training center room and invite key participants to participate
in #he Reg-SHO wraining?

Niplaney Fy
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e Ex. 397 (forwarding tips on fails to deliver)

From: Tom Delaney
</O=PENSON/OU=PENDALO01/CN=RECIPIENTS/CN=TDELANEY>

Sent: Sunday, September 21, 2008 7:45 PM

To: Bill Yancey
</O=PENSON/OU=PENDALO1/CN=RECIPIENTS/CN=BYancey>: Phil
Pendergraft

</O=PENSON/OU=PENDALO1/CN=RECIPIENTS/CN=PPenderg>; John
Kenny </O=PENSON/OU=PENDALO1/CN=RECIPIENTS/CN=JKenney>:
Mike Jolinson
</O=PENSON/OU=PENDALO01/CN=RECIPIENTS/CN=Mjohnson5226939¢

Subject: SEC "tips” on avoiding failures to deliver...

tors Provide "Tips" for Broker-
Dealers on Avoiding Failures to
Deliver Securities

The Staff of the SEC's Division of Trading and Markets and the Office of Compliance
Inspections and Examinations, along with FINRA and NYSER are providing the following
information to assist broker-dealer firms in preventing failures to deliver securities.
Firms conducting shoit sales are encouraged to consider practices to prevent delivery
failures, including, for example:

e ExX. 413 (regarding Rule 204 training)
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From: Eric Alaniz
</O=PENSON/OU=PENDALO1/CN=RECIPIENTS/CN=EALANIZ>

Sent: Thursday. June 24, 2010 3:34 PM
To: Tom Delaney < fpENso~.con=
Subject: Reg-Ed for Reg SHO

Tom,

Afrer reviewing the description of the Reg SHO firmelenient training it is a perfect educational
tool for any required individual. It specifically covers Rule 204 requirements to promptly
purchase or borrow securities to deliver on long and short sales. This will definitely work.

Eric

Pensoxn Financial Services, Inc.

1700 Pacific Avenue, Suite 1400 | Dallas, TX 75201

P: 2149533446} F: 214.765.1242

WWW penson com

Building the Best Clearing and Execusion Services Firm in the World

e Delaney Testimony

Q: You have Exhibit 378 in your binder. Do you see that document?

A: Ido.

Q: And what is that?

A: That’s an e-mail from Mark Fitterman, an attorney for Morgan Lewis, sent to me on
Thursday, February 10th, 2011; subject, attorney-client privileged communication, Reg SHO.
Q: If you could go back to the first e-mail in this chain. Who is that e-mail from and who is it
to?

A: The first e-mail is to Andy Koslow, with a copy to Holly Hasty, from me.
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Q: And if you were to look at -- so I think two of the last three paragraphs there, the second-
to-last and third-to-last paragraphs, does that -- does that describe this dispute that you
had with Mr. Johnson?

A: The last three? It that what you said?

Q: Yeah, on Page 3 of this document. Does that describe the dispute?

A: Yes. I think that describes the dispute, yes.

Q: And accurately, as far as you’re concerned?

A: Yes.

Q: Allright. And you sent that to Mr. Koslow, the general counsel?

A: I did.

Q: And then did you send it on after that to the attorneys at Morgan Lewis?

A: Idid.

(Hearing — Day 5, 1310:4-1311:6, Oct. 31, 2014)

e Alaniz Testimony

Q... Allright. Now, you went over this quickly with Ms. Atkinson, but when you first met
with Stock Loan, who was there?

A Rudy De La Sierra and Brian Hall.

Q Okay. And in the first meeting with them, did you discuss the rule?

A I discussed my interpretation of the rule.

Q And what did you tell them that you — you understood the rule to require?

A T understood the rule to require if there were any fails of T+4 or T+6, that the position
in question must be bought in at -- prior or at market open.

Q Okay. Idon't want to belabor it too much, but fails would be a situation where there was -- a
security was supposed to be delivered to CNS --

A Correct.
Q -- and for whatever reason, it wasn't?
A Correct.

Q And had to be bought in? Or was buying in the only way to cure a fail, to the best of your
recollection?

A Buy in borrow the shares.

Q Okay. And you told them that needed to be done at or prior to market open on T+6 or T+4;
is that correct?

A Correct.

Q And T+4 deals with short sales?

A Correct.

Q T+6 the long sales?

A Correct.

Q Okay. Did they -- and I guess you can talk about them individually or as a group. Did either

of them mention to you a different interpretation?

A No, they did not. Brian Hall was silent. Rudy De La Sierra indicated that that was not his
interpretation of the rule.

Q Okay. Whatdid he tell you his interpretation was?
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A Hedid not. He just stated that my interpretation was not the correct interpretation. So at
that point, so there wouldn't be any, I guess, head butting or trying to, I guess, to avoid any type
of confusion, I let them take the rule with them. I told them to read it, sleep on it, and the next
day we would reconvene and we would decided what -- what they thought the understanding of
the rule was.

Q Okay. So did that happen?

A Yes.

Q That next day meeting, what happened?

A The next morning, I was called up. I can't remember who called me up. I met with Brian
Hall, Rudy De La Sierra, and they brought in Matt Butane and I went over with Doug Gorenflo.
And as soon as we arrived, I asked them if they had time to read the rule. And they said yes,
and they did confirm that my interpretation of the rule was correct.

Q Okay. Atany point during that meeting, did they tell you that they -- that their operations
were inconsistent with your interpretation of the rule?

A No.

(Hearing — Day 3, 750:5-752:14, Oct, 29, 2014)

e Stip. FOF 70 (“Members of Penson’s Stock Loan Department at all times
knew that Rule 204T or 204 required them to close out all long sale
transactions by market open at or before market open on T+6).

63. Delaney told conflicting stories about his knowledge and conduct in this case.

e Response: Dispute — accuracy of statement. The Division’s statement also
constitutes impermissible argument. See Post-Hearing Order § 5(c).

e Counterstatement: Delaney’s testimony has been consistent with honest
recollection of events informed by increasing preparation, review of
contemporaneous documents, and greater understanding of the questions asked.

¢ Support: See responses below. See also Delaney’s Response to Division’s FOF 63.

a. For instance, Delaney originally testified that he never knew about Stock Loan’s
practice of Rule 204 violations. Next, he admitted in his Wells submission that he knew Rule
204 close out issues might begin with Stock Loan. Finally, Delaney testified that he did learn of
Stock Loan’s practice of Rule 204 violations, but only when he saw the March 2011 letter to
FINRA disclosing Stock Loans’ violations to regulators.

o Response: Dispute — accuracy of the statement; contrary evidence in record,
not supported by Division’s citations to the record. Reliance on Wells
submission is misplaced. Division’s statement also constitutes impermissible
argument. See Post-Hearing Order § 5(c).

e Counterstatement: Delaney was not aware of Stock Loan’s Rule 204
violations until March 2011. His trial testimony is consistent with his
investigative testimony.
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e Support:

o See Court Order, Admin. Proc. Rulings Release No. 2220 (Jan. 15,
2015) (“Jan. 15, 2015 Order”) (finding that the Wells Submission of
Respondent Delaney will not be relied on in deciding any claims or
defenses).

o Delaney Testimony

Q: Prior to you seeing that FINRA exam response that we showed in Exhibit 89 a moment ago,
had you ever had a conversation with anyone at Penson that left you with the understanding that
Stock Loan wasn't closing out long sales of securities they had out on loan?

A No.

(Hearing-Day 95, Delaney, 1307:9-14, Oct. 31, 2014)

e Johnson Testimony

Q And let me ask you generally, and then we'll talk specifically. Was Mr. Delaney aware that
those practices we just saw in Exhibit 89 were how Stock Loan was operated?
A TIdon't know.

(Hearing-Day 2, Johnson, 517:19-23, Oct. 28, 2014)

e Exhibit 224 (Delaney Investigative Testimony) at pp. 90, 139

Q Were you aware of any systemic or policy level decisions from the stock loan group that
were contrary to the requirement to close out fails to deliver on long sales by the open market T
plus 67

A Not systemic, no, sir.

(Delaney, Tom- INV vol 1, 90:12-90:16, Apr. 4, 2012)

Q My question is for the stock loan department. During the time that you were the CCO of
Penson Worldwide or PFSI, were youaware that the stock loan department had a policy of
closing out Rule 204 close-outs after market?

A I was not aware of that.

(Delaney, Tom- INV vol 1, 139:23-140:2, Apr. 4, 2012)

o Exhibit 224 (Delaney Investigative Testimony) at pp. 489 — 490

Okay. So was it in the course of drafting this March 2011 letter to FINRA that you first
learned that as a matter of practice Stock Loan group was not closing out fails-to-deliver of
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long sales in accordance with Rule 204A?

A Itwasin the process of making that response. Drafting the letter may have taken a couple
of days. There would have been stuff in front of that. It could have been a couple of days but it
was around -- generally around that time that I -- that I recall learning of this.

(Delaney, Tom- INV vol 111, 489:22-490:5, July 31, 2013)

e See also Delaney’s Response to Division’s FOF 63a.

b. Inaddition, Delaney told conflicting stories about the March 2011 letter to
FINRA (Exhibit 89), which finally disclosed Stock Loan’s Rule 204 violations to regulators. In
his original testimony he said that he did not recall being concerned about the disclosure. In
contrast, he later testified that the disclosure was a big deal, and that the Compliance department
was greatly alarimed by the disclosure.

e Response: Dispute — accuracy of the statement; contrary evidence in record,
not supported by Division’s citations to the record. The Division’s statement
also constitutes impermissible argument. See Post-Hearing Order § 5(c).

e Counterstatement: Delaney was not aware of Stock Loan’s Rule 204 violations
until March 2011. He testified consistently that he felt he had an obligation to
disclose the practice to the regulators.

e Support:

A This was clearly -- this was clearly a -- a

moment where the firm was self-reporting something that
we in the Compliance department had had an
understanding -- had -- that this activity was not
occurring. So this was -- this was new information when
we were being told that we were in compliance with this
rule, and we were now disclosing this to our regulator.
Q Anddid it cause you any concern that you were
disclosing it to your regulator?

A Tdon't know if it's concern that you're

disclosing it to a regulator. At the end, you -- if this

is what you do, and it's responsive to the regulator's
query, that's -- that's what you do. You -- you tell the
truth. You put it in there, and then you just deal with
the consequences after.

(Delaney, 1297:22-1298:11, Oct. 31, 2014)

See also Delaney’s Response to Division’s FOF 63b.
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c. Delaney also told conflicting stories about his escalation of Stock Loan’s Rule
204 violations to Yancey. He originally testified that he did not escalate the issue to Yancey.
Next, in his Wells submission, he claimed that he raised the issue with Yancey “many times —
both routinely and extraordinarily.” Finally he testified, again, that he did not tell Yancey about
Stock Loan’s violations, even as he was authorizing disclosure of those violations to be made to
regulators.

e Response: Dispute — accuracy of the statement; contrary evidence in record,
not supported by Division’s citations to the record. The Division’s statement
also constitutes impermissible argument. See Post-Hearing Order 9 5(c).

e Counterstatement: Delaney has testified consistently he never told Yancey of
any Rule 204(a) violations by Stock Loan regarding long sales of loaned
securities.

e Support:

e Stip. FOF 43 (Yancey was not aware that Penson’s Stock Loan Department was
violating Rule 204).

e Exhibit 224 (Delaney Investigative Testimony) at p. 270

Q Do you know was Mr. Yancey aware that Penson was executing long sales at the conclusion
of the DTCC trading window at approximately 3 Eastern Time instead of the open market?

A Idon't know what Mr. Yancey knew or didn't know.

Q Did you ever escalate that issue to him?

A Not specifically. I don't recall specifically escalating this particular issue.

(Delaney, Tom- INV vol 11, 270:15-270:23, Aug. 29, 2012)

64. Delaney attempted to repudiate admissions made by him in his Wells submission.

e General Response: Dispute. This proposed finding of fact is conclusory,
contains impermissible argument, and is unsubstantiated. See objections and
responses to subparts below. Seealso Jan. 15, 2015 Order (finding that the
Wells Submission of Respondent Delaney will not be relied on in deciding any
claims or defenses).

a. For instance, after saying that he understood a Wells submission to be, “a
response to an invitation by the SEC to -- to respond to a -- their intent to file a lawsuit,” he said,
“I believe my lawyers crafted a -- a response -- and I don't know what they -- I don't know what
their -- what their purpose was at that point in time.”

e Response: Dispute — impermissible argument.
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b. Delaney admitted that he reviewed his Wells submission before it was sent to the
Commission and approved it being sent on his behalf.

e Response: Dispute — impermissible argument.

c. Although Delaney admitted reading his Wells submission and approving its
submission, he disclaimed the admissions made therein.

o Response: Dispute. The finding of fact constitutes impermissible argument and
is not supported by the record.

e Counterstatement: Delaney testified that the Wells Submission was made with
limited information and that he later became privy to more information that
provided further context.

e Support:

e Delaney Testimony

Q And did you see anything in the final Wells submission that you felt was incorrect or untrue?
Well, let me ask it this way: If you saw something in the Wells submission that you knew to be
incorrect or untrue, you would have brought that to the attention of your lawyers, I presume; isn't
that right?

A I think the challenge was, for me in particular, my attorneys having drafted the
document really with a lot of limited information. I have since been privy to tons of
information to be able to put context to things.

(Hearing- Day 5, 1409:7-1409:17, Oct. 31, 2014)

o See also Jan. 15, 2015 Order (finding that the Wells Submission of Respondent
Delaney will not be relied on in deciding any claims or defenses).

d. Delaney even tried to distance himself from admissions in his Wells submission
as to things he, himself, had supposedly said or done, saying, “it was prepared by my attorneys.
I read it. I signed it. I counted on my -- relied on my attorneys to do a competent job.”

e Response: Dispute — accuracy of statement. Additionally, the Division’s finding
of fact contains impermissible argumentative in violation of the Court’s Post-
Hearing Order. SeealsoJan. 15,2015 Order (finding that the Wells Submission
of Respondent Delaney will not be relied on in deciding any claims or
defenses).

e Counterstatement: Delaney testified that his Wells statement was prepared by
his attorneys and that he read and signed the document.

e Support:
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e Delaney Testimony

Q Okay. So can we agree, at least as to the things that you did and the things that you said, that
if there was anything in this document that was untrue, that you would have brought that to the
attention of your counsel?

A I 'may -- again, this was -- this was really -- it was just -- it was prepared by my attorneys.
I read it. I signed it. I counted on my -- relied on my attorneys to do a competent job.

(Hearing- Day 5, 1410:12-1410:20, Oct. 31, 2014)

e. Finally, however, Delaney was forced to admit that he could not repudiate
admissions concerning his own actions and words.

e Response: Dispute - impermissible argument.

e Counterstatement: Delaney testified that after he read and reviewed his Wells
submission it was sent to the Commission.

e  Support:

e Delaney Testimony

BY MS. ATKINSON: Q After you read and reviewed this document, it was left in the
document that went to the Securities and Exchange Commission, isn't that true?
A Yes, ma'am.

(Hearing-Day 5, 1413:3-1414:1, Oct. 31, 2014)

e SeealsoJan. 15,2015 Order (finding that the Wells Submission of Respondent
Delaney will not be relied on in deciding any claims or defenses).

65. Delaney was evasive in his testimony at the hearing in this matter. For instance:

e Response: Dispute. The Division’s statement is not supported by the cited
testimony and constitutes impermissible argument. See responses and objections
to subparts 65(a) — (¢).

a. Despite the clear language in Ex. 89, and later stipulations by his counsel,

Delaney denied that it was the practice of PFSI’s Stock Loan department to closeout long sales
at market close rather than market open.
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o Response: Dispute — accuracy of statement. The Division’s statement is not
supported by the record and constitutes impermissible argument. See Post-
Hearing Order.

e Counterstatement: Delaney testified that he was unaware of whether it was
PFSI’s Stock Loan department’s practice to closeout long sales at market close
rather than market open.

e Support:

e Delaney Testimony

Q Andif you look at the next page, Page 32 of 38. If you look at the second paragraph at the
top of the page, that section says, "With regards to the timing of long-sales closeouts, the Firm
does notbelieve it is industry practice to close-out long sales prior to the market open on T+6.
Not once has the Firm ever had a borrow closed out by a lending counterparty at the open.
Conversely, the Firm's borrowing counterparties will not accept a closed out price on a stock
loan at the market open. Thus, the Firm executes closeouts versus long sales at the conclusion of
the DTCC trading window at approximately 3:00 EST daily, as is universally practiced."

Do you see where I was reading?

A  Yes, ma'am.

Q And you would agree with me that that was the practice of Penson's Stock Loan department
from late 2008 through 2011; isn't that right?

A TIdon't know if I would agree that I know that's the practice. What that was, was a draft
that had been presented to me by the subject matter experts --

Q Mr. Delaney?

A --responsible for that.

(Hearing- Day 2, 571:22-572:19, Oct. 28, 2014)

b. Despite having previously testified that he read the release for Rule 204T, at
the hearing Delaney quibbled about whether he had seen the release in the same exact format
as that in the exhibit used at the hearing and during his testimony.

e Response: Dispute — accuracy of statement. The Division’s statement is not
supported by the record and constitutes impermissible argument. See Post-

Hearing Order.

e Counterstatement: Delaney did not dispute that he had seen the adopting
release of Rule 204T.

e Support:

e Delaney Testimony

’ Q So you've seen Exhibit 67. You've seen the adopting release for Rule 204T; is that correct?
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A Tsaid that here, but I stand my by answer that I think my intention was that I don't know if I
specifically saw it off the Federal Register. But I certainly would have seen it in some other
context of the rules being released.

(Hearing-Day 2, 576:12-18, Oct. 28, 2014)

c. Although ultimately admitting that there was only one test of Stock Loan’s Rule
204 procedures, Delaney originally denied that fact.

e Response: Dispute — accuracy of statement. The Division’s statement is not
supported by the record and constitutes impertnissible argument. See Post-
Hearing Order.

¢ Counterstatement: Delaney explained that he did not know whether there was
other testing of Stock Loan’s Rule 204 compliance.

e Support:

e Delaney Testimony

Q In fact, Mr. Delaney, the test in December of 2009 is the only test that tested Stock Loan's
compliance with Rule 204; isn't that right?

A Idon't know that.

Q Do you know of any other testing as you sit here today that tested Stock Loan's compliance
with Rule 204?

A That was a long time ago. There may have been a lot of testing in the quality control that
was going on.

Q Asyousit here today, do you know of any other testing that showed that stock -- Stock
Loan's compliance with Rule 204? It's just yes or no. Yes, you do know, or no, you don't
know.

A As]I -- right now in my present recollection, I don't know.

Q Okay. Ithink you testified yesterday that you, over the course of preparing for this case,
have looked at thousands of documents. Is that what you said?

A Idon't know if I said thousands, but it may have been hundreds.

Q Lots and lots of documents?

A Lots of documents.

Q Did you see anything in those documents that showed any other testing of Stock Loan's Rule
204 compliance?

A Imay have.

Q Do you remember seeing any documents that showed that?

A AsIsit here today, I don't have a recollection of any other testing.

Q Okay. Do you think if there was other testing, your counsel would have brought that to your
attention?

A Tdon't know what my counsel would do.

(Hearing- Day 3, 637:3-638:11, Oct. 29, 2014)
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66. Delaney is associated with a registered broker-dealer.
a. Response: No dispute, although the Division’s statement is redundant of Stip.

FOF 1 previously stipulated to by all parties and there is no basis for a separate or
additional finding of fact.

b. Counterstatement: Stip. FOF 1 as set forth below.

c. Support:

e Stip. FOF 1

FOF 1. Delaney, 45, of Colleyville, Texas, was the CCO at Penson from at least October
2008 through April 2011. Delaney currently works in compliance at a registered
broker-dealer. He holds Series 4, 7, 24, 27, 53, and 63 licenses.

(See Order on Stipulations; Hearing-Day10, 2287:20-23, Nov. 7, 2014)

67. PFSIviolated Rule 204T/204.
a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 49 previously stipulated to by all parties and there is no basis for a separate

or additional finding of fact.

b. Counterstatement: Stip. FOF 49 as set forth below.

c. Support:

e Stip. FOF 49

FOF 49. During the relevant time period there were at least 1,500 Rule 204T(a)/204(a)
violations by PFSI relating to long sales of loaned securities.

(See Order on Stipulations; Hearing-Day 10, 2468:25-2469:4, Nov. 7, 2014)

68. Delaney was Penson’s CCO when Rule 204 T was implemented in September 2008.
a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 12 previously stipulated to by all parties and there is no basis for a separate

or additional finding of fact.

b. Counterstatement: Stip. FOF 12 as set forth below.

c. Support:

e Stip. FOF 12
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FOF 12. Delaney was Penson’s CCO when Rule 204T was implemented in September
2008. He continued in that position at Penson until April 2011.

(See Order on Stipulations; Hearing-Day 10, 2319:24-2320:2, Nov. 7, 2014)

69. Delaney participated in Penson’s efforts to implement procedures in response to
Rule 204T in October 2008 and to Rule 204 in July 2009. Delaney knew at all relevant times
that Rule 204T/204 required Penson to close-out CNS failures to deliver resulting from long
sales by market open T+6.

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 14 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 14 as set forth below.

c. Support:
e Stip. FOF 14

FOF 14. Delaney participated in Penson’s efforts to implement procedures in response to
Rule 204T in October 2008 and to Rule 204 in July 2009. Delaney knew at all
relevant times that Rule 204T/204 required Penson to close out CNS failures to
deliver resulting from long sales by market open T+6.

(See Order on Stipulations; Hearing-Day 10, 2321:7-10, Nov. 7, 2014)

70. When a new rule, such as Rule 204T or Rule 204, is adopted, the Chief Compliance
Officer is responsible for designing a program for complying with the rule.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Yancey testified that when a new rule, such as Rule 204T or
Rule 204, is adopted, the Chief Compliance Officer and his staff are responsible
for designing a program for complying with the rule.

c. Support:

e Yancey Testimony

Q When a new rule is adopted such as Rule 204T or when it comes further, in the case of 204,
who at Penson is responsible for designing a program for complying with the rule?

A The Compliance Chief.

Q Anyone else?

A And his -- and his staff.

(Hearing- Day 7, 1868:3-1868:9, Nov. 4, 2014)
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71. PFSI's Compliance department should have determined whether PFSI’s policies
and procedures complied with Rule 204.

o Response: Dispute — accuracy of statement. The Division’s statement
constitutes impermissible argument. See Post-Hearing Order.

e Counterstatement: Delaney’s investigative testimony stated that he believed
he would have expected a compliance officer to review Rule 204 and make
determinations about whether Penson’s policies and procedures complied with
Rule 204.

e Support:

e Exhibit 224 (Delaney Investigative Testimony) at p. 101

Q When Rule 204 was issued in July 2009, did you have an expectation that someone in your
compliance group would review the rule?

A Review the rule in general, yes.

Q And make determinations about whether Penson's policies and procedures complied with the
rule?

A I believe that would have been an expectation, yes.

(Delaney, Tom- INV vol I, 101:18-101:24, Apr. 4, 2012)

72. If arule is complex, it is reasonable for a registered person to consult FINRA, the
SEC, or another regulator; consult interpretive guidance; and/or consult with industry groups,
such as SIFMA. Then one should identify and manage the related critical control points.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Brian Gover testified that if a rule is complex, amongst
other options, he might submit questions to the SROs; look for interpretive
guidance; perhaps reach out to outside counsel or consult with industry groups,
such as SIFMA; and identify the critical control points.

c. Support:

e Gover Testimony

Q Let's talk -- just let's talk for just a minute about complexity. If a regulation is complex,
what do you, as a person who has worked at a broker-dealer, what do you do about that?

A There's a couple of pieces. One is getting an understanding of the regulation, so in its
complexity, and you would -- for new regs, you would submit questions to your SROs. You
would look for any interpretive guidance that might be out there. You would kind of read the tea
leaves from AWCs that you might see firms where they're getting dinged for things. You would
develop a hypothesis of here's how we believe this reg reads and how it might be implemented.
You might reach out to outside counsel. You might use some of the industry groups, like
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SIFMA. So in short, you leverage your resources. And then from an implementation standpoint,
you -- you identify the critical control points on here, what -- what these components have to be
in; and you break it down into discrete tasks that you have controls around to make sure that
you're -- you're doing what you need to do.

(Hearing- Day 1, 191:23-192:19, Oct. 27, 2014)

73. Beginning in November 2008, the Commission’s Office of Compliance Inspections
and Examinations (“OCIE”) conducted a review of PFSI’s Rule 204T procedures.

a. Response: No dispute, although the Division’s statement is redundant of Stip.

FOF 28 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 28 as set forth below.

c. Support:
e Stip. FOF 28

FOF 28. Beginning in November 2008, OCIE conducted a review of Penson’s Rule
204T procedures. In October 2010, OCIE issued Penson a deficiency letter
reporting that OCIE had found Rule 204T(a) violations. The findings reported to
Penson in the deficiency letter included findings that Penson had violated Rule
204T in connection with short sales.

(See Order on Stipulations)

74. Delaney admits that regulators raised issues about Rule 204 closeouts for long sales.
Delaney also admits that he knew, at the time regulators were raising the issue, that Rule 204
closeout issues “might begin™ with Stock Loan.

e Response: Dispute — mischaracterization of the cited support. The cited support
is unreliable and reflects statements made in Delaney’s Wells Submission, not
Delaney’s personal admissions. See Jan. 15, 2015 Order (finding that the Wells
Submission of Respondent Delaney will not be relied on in deciding any claims
or defenses).

o Counterstatement: Delaney did not admit that regulators raised issues about
Rule 204 closeouts for long sales.

e Support:

e Exhibit 157 (Delaney Wells Submission), p. 16
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For example, when asked about the close out requirements in Rules 204T and 204, Mr. Delaney
Jmew that the close out issue might begin with Stock Lending, which was the only group at PFSI
that could have direct financial incentives not to close out some sales on time, but that several
other business units, including the Operations Unit and the Trading and Execution Desk, clearly
had a direct role in compliance with the close-out rules.>* Because of its incentives, Stock

75. Delaney admits that he knew that stock lending personnel could and did cause
delays in buy-ins in that he claims that he raised that issue many times with Yancey.

a. Response: Dispute — mischaracterization of the cited support. The cited support is
unreliable and reflects statements made in Delaney’s Wells Submission, not
Delaney’s personal admissions. See Jan. 15, 2015 Order (finding that the Wells
Submission of Respondent Delaney will not be relied on in deciding any claims or
defenses). Based on the Court’s Order, the entire Proposed FOF should be
stricken.

b. Support:
e Exhibit 157 (Delaney Wells Submission), p. 30, 32

(1)  Stock Lending Personnel Were Financially Incentivized
to Delay Close-outs, and They Could and Did Cause
Delays in Buy-ins

(4)  PFSI Management Ignored Failures And Did Not
Support the Changes Required in PFSI’s WSPs

All of these issues were raised many simes — both routinely and extraordinarily — with
Mr. Yancey, who was responsible at PFSI to deal with the issues and concerns Compliance
escalated. Even though Mr. Yancey was well aware of all the challenges of complying with
Rules 204T, 203, and 204 at PFS], he did not take steps to encourage, much less require, changes
to PFSI's, and particularly Stock Lending’s, practices.

76. Delaney admits knowing that there was a “gap” between the requirements set forth
in the WSPs and stock lending’s practices concerning timely buy-ins that he was “working to
close.”

a. Response: Dispute — mischaracterization of the cited support. The cited support is
unreliable and reflects statements made in Delaney’s Wells Submission, not
Delaney’s personal admissions. See Jan. 15, 2015 Order (finding that the Wells
Submission of Respondent Delaney will not be relied on in deciding any claims or
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defenses). Based on the Court’s Order, the entire Proposed FOF should be
stricken.

b. Support:

e Exhibit 157 (Delaney Wells Submission) at p. 32

Mr. Yancey'’s approach to compliance with Regulation SHO's rules flew in the face of
his duties at PFSI and turned a blindeye to the gap that Mr. Delaney was working to close
between PFSI’s WSPs and Stock Lending’s practices coocerning smely buy-ins. There is no
excuse for this failure and the consequences that it had on compliance.

77. Delaney admits knowing that Stock Loan was having issues with compliance with
Rule 204T and Rule 204.

a. Response: Dispute — overly broad and vague. The cited support is unreliable and
reflects statements made in Delaney’s Wells Submission, not Delaney’s personal
admissions. See Jan. 15, 2015 Order (finding that the Wells Submission of
Respondent Delaney will not be relied on in deciding any claims or defenses).
Based on the Court’s Order, the entire Proposed FOF should be stricken.

b. Counterstatement: Delaney first became aware of Stock Loan’s non-compliance
with Rule 204 in March 2011.

c. Support:

Q: When did you first find out that Stock Loan had a role in closing out long sales?
A:...it would have been no earlier than that February or that March 2011 letter.

(Hearing-Day3, 699:24-700:18, Oct. 29, 2014)

78. Rule 204 was one of the most major rule changes during Delaney’s fifteen year
career.

a.Response: No dispute.

79. Delaney knew Rule 204 was an important Rule.

a.Response: No dispute.
80. Because of the push-back Stock Loan got from counterparties when it initially
attempted to buy them in at market-open T+6 in order to close-out fails to deliver, Johnson and

De La Sierra had discussions with Tom Delaney about the issues Stock Loan was having with
complying with Rule 204.
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a. Response: Dispute — accuracy of statement; contrary evidence in the record.

b. Counterstatement. Because of the push-back Stock Loan got from counterparties
when it initially attempted to buy them in at market-open T+6 in order to close-
out fails to deliver, Johnson and De La Sierra had discussions with Tom Delaney.
Delaney informed them that the rule was the rule and could not be changed
absent Congressional action. Delaney did not believe that these discussions
indicated Stock Loan was violating Rule 204, but instead believed that the
pushback demonstrated that Stock Loan was complying with the close out
requirements of Rule 204.

c. Support:

e De La Sierra Testimony

Q ... As aresult of the pushback that you got from your counterparties, did Stock Lending
make any decision about how it would handle buy-ins on T6?
A No. That's when my -- I started having conversations with Tom Delaney.

(Hearing- Day 1, 227:5-227:10, Oct. 27, 2014)

e Johnson Testimony

Q Inthose conversations, did you discuss with Mr. Delaney resistance that Stock Lending
was getting to trying to buy-in, in the morning of T6?

A Ibelieve so.

Q And what do you believe you discussed with Mr. Delaney on that point?

A Ibelieve we talked about Lindsey Wetzig calling counterparties trying to get a definition of
when to do this, and they said it was industry practice, and by us not doing it the old way, we
were violating our MSLA agreement.

(Hearing- Day 2, 518:20-519:5, Oct. 28, 2014)

Q And when Rule 204T came out, did you have conversations with anyone at Penson about
them?

A Idid.

Q Okay. Wel'l talk about some of those conversations in detail. But for present purposes, did
you ever have a conversation with Mike Johnson?

A Idid

Q What do you recall about that conversation,

including the time, if you can give us your best

estimate?

A It was around the time when we were

communicating out the 204T requirements. Mike Johnson

had expressed some concern that he was getting

counter-party pushback, and -- and -- and he was just

voicing his -- his concern and frustration with me about

65




that.

Q Did you understand what he meant by
"counter-party pushback"?

A Ibelieve I understood it at the time, yes.

Q Okay. Did you give any response?

A Idid.

Q What -- what was your response?

A If--if you know Mike Johnson personally,

he's -- he's a pretty interesting character; and I think

I recollect my response being something like, Mike, if
you don't like the rule, youneed to go to Congress

and/or write your congressman.

Q Why did you say that?

A His complaint about the rule, to me -- I had no
ability to change the rule from a compliance standpoint.
And so, at that point, I -- I -- he was expressing some
frustration, and that really -- the rule is the rule, and
this is really what he -- his avenue would be to go
through whatever legislative process he could in order to
affect a rule change.

Q Okay. If Mr. De- -- if you had asked Mr. De La
Sierra if anything had changed with this counter-party
pushback, and he had said, no, would that have concerned

you?
A No.
Q Why not?

A Because if you're following the rule, you're
getting counter-party pushback.

(Delaney, 1192:9-1193:21, 1195:5-12, Oct. 31, 2014)

81. These conversations occurred at approximately the time Rule 204T was
implemented.

e Response: Dispute — unclear as stated.

e Counterstatement: The conversations referenced in Division’s Finding of Fact
80 occurred at approximately the time Rule 204T was implemented.

e Support:

e De La Sierra Testimony

Q And you may have said this in part, and if you did, approximately when did those

conversations occur?
A Right -- right at the inception of 204T.
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Q Do you recall about when that was?
A October, I think.
Q October 2008?

(Hearing- Day 1, 237:8-237:13, Oct. 27, 2014)

e Johnson Testimony

Q Yes, sir. The conversations with Mr. Delaney that we were just discussing, do you recall,
when in time, thinking about the adoption of Rule 204, those conversations occurred?

A Ithink we had conversations with Mr. Delaney and others at the inception of the -- what you
just said, the -- prior to the rule becoming official, there were Saturday morning meetings, et
cetera, on all of this.

(Hearing- Day 2, 520:13-520:20, Oct. 28, 2014)

Do you recall if the interpretation from Mr. Delaney was roughly around the time that the rule
became a permanent rule?

A I remember putting pressure for answers. So it had to be around when the rule changed,
because I was concerned about complying with the rule.

(Hearing- Day 2, 524:21-525:1, Oct. 28, 2014)

82. At the time of these conversations, Stock Lending personnel did not believe they
could close-out at market-open, as required by Rule 204T, because the terms of the MSLA did
not allow PFSI to buy-in the borrowing counterparty until the afternoon of the third day after the
recall was issued, which, because PFSI issued recalls on T+3, meant the afternoon of T+6.

a. Response: Dispute — unclear as stated; not supported by evidence cited by the
Division.

b. Counterstatement: At the time of the conversations referenced in Division’s
Finding of Fact 80, DeLaSierra testified that Counterparties believed they
could not be closed out on long sales of loaned securities until the close of T+6
under the terms of the MSLA because the MSLA did not allow PFSI to buy-in the
borrowing counterparty until the afternoon of the third day after the recall was
issued.

c. Support:

e De La Sierra Testimony

Was there any complexity to the time of when the close-out had to happen?

Yes.

Describe the complexities.

Well, we -- Penson, and probably a majority of the street, before this rule would deal in
settlement, so we would deal with T3. To -- to buy-in before the -- by the open of T6, you

>0 0
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would have to have some view of future settlement.

Q So help us understand what that means. If you recall on T+3, what does it mean for three
days later, for T+6?

A So we would not be in a time line -- a proper time line to be able to buy morning of T6, part
of the recall letter. The recall letter when we send it out would say if it's not returned by the
close of business T3, then we can close-out. By trying to buy-in the morning of T6, our
counterparties were saying to us that we were in violation of the -- the letter. And also the
MSLA of the standard loan agreement also gives that same time line of three days after the
recall.

Q Isee.

So if the recall happens on settlement date trade date plus 3, how long does the counterparty
have to return the shares to you?

A They have three days.

Q The beginning of the day, end of the day?

A By the close of business of T3.

(Hearing- Day 1, 225:11-226:13, Oct. 27, 2014)

e Johnson Testimony

Q And what do you believe you discussed with Mr. Delaney on that point?

A I believe we talked about Lindsey Wetzig calling counterparties trying to get a definition of
when to do this, and they said it was industry practice, and by us not doing it the old way,
we were violating our MSLA agreement.

Q And you said, "by us not doing it the old way." What is that reference, sir?

A It's what you just said in this box that's sticking out. That's the way the industry has done it
for years.

Q So by you not buying in the afternoon of T6; is that what you mean, sir?

A By buying in, we would always buy-in when -- when -- when -- when -- when -- when it
was at the end of market.

(Hearing- Day 2, 518:24-519:15, Oct. 28, 2014)

83. Johnson was a vocal and direct personality; he was not afraid to raise issues and
was direct if he needed something.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: McCain testified that, in his opinion, Johnson was not quiet
or meek; Johnson was not afraid to share his opinions; and Johnson was vocal and
direct.

c. Support:

e McCain Testimony
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Q You also discussed with Ms. Addleman Mike Johnson, right?

A Yes.

Q I want to talk for a minute about Mr. Johnson. You mentioned -- I think the terms you used,
and if I'm putting words in your mouth, please correct me, but he was crass and crude; is that
fair?

Yes.

Was he quiet or meek?

No.

Did he seem afraid to share his opinion if he had one?

Never.

Did he often have opinions?

Always.

Did he seem afraid to raise issues?

Not that I know of.

He was vocal and direct; is that fair?

Yes.

If fair to say if he wanted something, he would let you know?

He would.

OO0 0 >0 »

(Hearing- Day 9, 2226:11-2227:7, Nov. 6, 2014)

84. During his conversations with Delaney, Johnson made it clear to Delaney the
problem Stock Loan was having.

a. Response: Dispute —accuracy of statement; unclear as stated; contrary evidence
in record.

b. Counterstatement: Delaney consistently testified that he was not aware that Stock
Loan had been intentionally violating Rule 204(a) prior to seeing the FINRA
exam response in March 2011.

c. Support:

Q: Prior to you seeing that FINRA exam response

that we showed in Exhibit 89 a moment ago, had you ever
had a conversation with anyone at Penson that left you
with the understanding that Stock Loan wasn't closing out
long sales of securities they had out on loan?

A No.

(Delaney, 1307:9-14, Oct. 31, 2014)

Q And let me ask you generally, and then we'll talk specifically. Was Mr. Delaney aware that
those practices we just saw in Exhibit 89 were how Stock Loan was operated?
A Idon't know
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(Johnson, 517:19-23, Oct. 28, 2014)

e Exhibit 224 (Delaney Investigative Testimony) at pp. 90, 139

Q Were you aware of any systemic or policy level decisions from the stock loan group that
were contrary to the requirement to close out fails to deliver on long sales by the open market T
plus 6?

A Not systemic, no, sir.

(Delaney, Tom- INV vol 1, 90:12-90:16, Apr. 4, 2012)

Q My question is for the stock loan department. During the time that you were the CCO of
Penson Worldwide or PFSI, were you aware that the stock loan department had a policy of
closing out Rule 204 close-outs after market?

A I was not aware of that.
(Delaney, Tom- INV vol I, 139:23-140:2, Apr. 4, 2012)

e Exhibit 224 (Delaney Investigative Testimony) at pp. 489 — 490

Okay. So was it in the course of drafting this March 2011 letter to FINRA that you first
learned that as a matter of practice Stock Loan group was not closing out fails-to-deliver of
long sales in accordance with Rule 204A?

A Itwasin the process of making that response. Drafting the letter may have taken a couple
of days. There would have been stuff in front of that. It could have been a couple of days but it
was around -- generally around that time that I -- that I recall learning of this.

(Delaney, Tom- INV vol 111, 489:22-490:5, July 31, 2013)

85. During those conversations, Johnson informed Delaney that there was a conflict
between the Rule and the historic practice of buying in borrowing counterparties on the
afternoon of T+6, three days after a recall was issued on T+3, based on the terms of the MSLA.
Johnson further informed Delaney that PFSI’s counterparties were not accepting buy-ins at
market-open T+6.

a. Response: Dispute — unclear as stated; not supported by evidence cited by the
Division.

b. Counterstatement: At the time of the conversations referenced in Division’s
Finding of Fact 80, DeLaSierra testified that Counterparties believed they
could not be closed out on long sales of loaned securities until the close of T+6
under the terms of the MSL A because the MSLA did not allow PFSI to buy-in the
borrowing counterparty until the afternoon of the third day after the recall was
issued.
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c. Support: See response to Division’s FOF 82.

86. Inhisconversations with Delaney, Johnson sought guidance from Delaney on how
to comply with Rule 204.

a. Response: Dispute — accuracy of statement; contrary evidence in record.

b. Counterstatement: Delaney testified that Johnson did not ask for guidance on
how to comply with Rule 204, but rather complained about counter-party
pushback. Johnson expressed concern and frustration about the Rule changes as
compares to what had been industry practice.

c. Support:

e Delaney Testimony

Q Okay. We'll talk about some of those conversations in detail. But for present purposes, did
you ever have a conversation with Mike Johnson?

A Idid.

Q What do you recall about that conversation, including the time, if you can give us your best
estimate?

A It was around the time when we were comimunicating out the 204T requirements. Mike
Johnson had expressed some concern that he was getting counter-party pushback, and -- and --
and he was just voicing his -- his concern and frustration with me about that.

Did you understand what he meant by "counter-party pushback"?

I believe I understood it at the time, yes.

Okay. Did you give any response?

I did.

What -- what was your response?

If -- if you know Mike Johnson personally, he's -- he's a pretty interesting character; and I
think I recollect my response being something like, Mike, if you don't like the rule, you need to
go to Congress and/or write your congressman.

Q Why did you say that?

A His complaint about the rule, to me -- I had no ability to change the rule from a
compliance standpoint. And so, at that point, I -- I -- he was expressing some frustration, and that
really -- the rule is the rule, and this is really what he -- his avenue would be to go through
whatever legislative process he could in order to affect a rule change.

Q Did he, at that point, ask you for any guidance?

A He did not.

>0 0 L0

(Hearing- Day 5, 1192:12-1193:20, Oct. 31, 2014)

87. Stock Loan sought guidance from Delaney because he was the Chief Compliance
Officer and they wanted to make him aware that there was a conflict between the Rule’s
requirements and counterparties stating that Stock Loan could not execute close-outs at market-
open based on the termms of PFSI’s recall letters.
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a. Response: Dispute — unclear as stated; contradictory evidence in the record.

b. Counterstatement: De La Sierra testified that Stock Loan did not consult with
anyone from Compliance about Rule 204. De la Sierra also testified that he never
told Compliance that he understood Rule 204T required buying in sometime other
than market open T+6.

c. Support:

e De La Sierra Testimony

Q And the first one was in 2012, the spring or fall. For some reason I'm remembering fall and
probably wrong, but we can resolve that pretty quickly. Iam, in fact, wrong. So in the spring of
2012, you testified. And do you recall if you were asked whether Compliance knew about this
practice?

A Yes.

Q Okay. You recall that you were asked that?

A Irecall that I was asked that, yes.

Q And the first thing that you were asked was: At the time that Rule 204T came out, did
the Stock Loan department consult with anyone from Compliance? And then I think the
question -- maybe the question was going to go on. I think Mr. Warner was the one asking
it, and it got cut off. And what did you answer?

A Isaid we did not consult with them.

Q Okay. So that was back in 2012. And as we covered earlier, you remembered events a little
bit more clearly then?

A Yes.
Q And you testified that when 204T came out, you didn't consult with anyone from
Compliance?

A Consult, yes. We did not consult.
(Hearing-Day 1, 265:21-266:10, Oct. 27, 2014)

Q You -- you testified that you understood from the very beginning of 204 T, that it required
you to buy in at market open on T+6; is that right?

A Correct.

Q Imean, and you -- you read the rule and — and came to that conclusion?

A Correct.

Q Did you ever tell anybody in compliance that you had an understanding that the rule
required something else?

A No.

(Hearing-Day 1, 264:9-19, Oct. 27, 2014)

88. Part of the role of a compliance officer is to give guidance on rules.

a. Response: No dispute.
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89. Poppalardo would have expected a CCO asked for guidance to provide assistance.
a. Response: Dispute — accuracy of statement and unclear as stated.

b. Counterstatement: Poppalardo would have expected, to the extent a CCO
became aware of an issue, that he would work with the business line to
address the problem.

c. Support:

e Poppalardo Testimony

Q Okay. Ifa--ifa business line person were to come to a CCO and say, We can't figure out
how to comply with this new rule, what would you expect the CCO to do?

A Pull together a working group, figure out, you know, what needed to be done, whether it was
revising an automated -- reprogramming an automated system or, you know, working within the
firm to make sure that you were able to comply.

Q Would you expect the CCO to take steps to understand what the problem was?

A I think that if the problem is clear on its face and it was something that was programmed into
an automated system, you don't need to know all of the details; you just need to know that you
have an IT problem and you need to get that fixed. But, you know, it really -- it depends on the
situation.

Q Okay. But it sounds like you would expect the CCO to take some steps; is that right?

A I would expect the CCO, to the extent that it came to his attention, he became aware of
it, once you become aware of something, you've got to do something. So to work with the
business line and to figure out how to fix -- address the problem.

(Hearing- Day 8, 2029:9-2030:7, Nov. 5, 2014)

90. Stock Loan took guidance from compliance seriously, and followed that guidance
when it was given.

a. Response: Dispute — accuracy of statement; incomplete.

b. Counterstatement: Stock Loan took guidance from compliance seriously, and
followed that guidance when it was given. Stock loan did not seek guidance
from Compliance when Rule 204 was adopted in September 2008.

c. Support:

e De La Sierra Testimony

Q Mr. De La Sierra, did you take compliance seriously at Penson?
A Yes, we did.

73




Q Were there ever instances where the Compliance department gave you guidance and you
complied?
A Yes.

(Hearing- Day 1, 240:9-240:14, Oct. 27, 2014)

Q And the first one was in 2012, the spring or fall. For some reason I'm remembering fall and
probably wrong, but we can resolve that pretty quickly. I am, in fact, wrong. So in the spring of
2012, you testified. And do you recall if you were asked whether Compliance knew about this
practice?

A Yes.

Q Okay. You recall that you were asked that?

A I recall that I was asked that, yes.

Q And the first thing that you were asked was: At the time that Rule 204T came out, did the
Stock Loan department consult with anyone from Compliance? And then I think the question --
maybe the question was going to go on. I think Mr. Warner was the one asking it, and it got cut
off. And what did you answer?

A 1 said we did not consult with them.

Q Okay. So that was back in 2012. And as we covered earlier, you remembered events a little
bit more clearly then?

A Yes.
Q And you testified that when 204T came out, you didn't consult with anyone from
Compliance?

A Consult, yes. We did not consult.

(Hearing-Day 1, 265:21-266:10, Oct. 27, 2014)

91. Rather than provide guidance to Stock Loan on how it could comply with Rule 204,
Delaney told Johnson to “call your Congressman” if he had problems with the rule.

a. Response: Dispute. The Divisions statement is unsupported by the record and
constitutes impermissible argument. See Post-Hearing Order.

b. Counterstatement: Delaney testified he told Johnson that “the rule is the rule” and
if he didn’t like it “you need to go to Congress.”

c. Support:

e Delaney Testimony

Q Okay. We'll talk about some of those conversations in detail. But for present purposes, did
you ever have a conversation with Mike Johnson?

A Tdid

Q What do you recall about that conversation, including the time, if you can give us your best
estimate?

A It was around the time when we were communicating out the 204T requirements. Mike
Johnson had expressed some concern that he was getting counter-party pushback, and -- and --
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and he was just voicing his -- his concern and frustration with me about that.

Q Did you understand what he meant by "counter-party pushback"?

A I believe I understood it at the time, yes.

Q Okay. Did you give any response?

A Idid.

Q What -- what was your response?

If -- if you know Mike Johnson personally, he's -- he's a pretty interesting character; and I
think I recollect my response being something like, Mike, if you don't like the rule, you need
to go to Congress and/or write your congressman.

Q Why did you say that?

A His complaint about the rule, to me -- I had no ability to change the rule from a compliance
standpoint. And so, at that point, I -- I -- he was expressing some frustration, and that really -- the
rule is the rule, and this is really what he -- his avenue would be to go through whatever
legislative process he could in order to affect a rule change.

>

(Hearing- Day 5, 1192:12-1193:18, Oct. 31, 2014)

92. At approximately the same time that Johnson and Delaney were discussing Stock
Loan’s compliance issues, Delaney and Rudy De La Sierra had a conversation in which Delaney
asked whether Stock Loan was still having issues with market-open buy-ins, and De La Sierra
confirmed that Stock Loan had not resolved the issues.

a. Response: Dispute — accuracy of statement; contrary evidence in the record.

b. Counterstatement: Delaney was not aware of Stock Loan’s Rule 204 violations
until March 2011.

c. Support: See response to Division’s FOF 63a; see also Delaney’s response to
Division’s FOF 92.

93. Inresponse to De La Sierra confirming that Stock Loan was still not able to buy-in
at the market open on T+6, Delaney simply said “okay.” Delaney did not instruct De La Sierra
that Stock Loan had to comply with the market-open requirement of Rule 204 regardless of any
counterparty resistance.

a. Response: Dispute — accuracy of statement; contrary evidence in the record.

b. Counterstatement: Delaney was not aware of Stock Loan’s Rule 204 violations
until March 2011.

c. Support: See response to Division’s FOF 63a; see also Delaney’s response to
Division’s FOF 93.

94. Stock Loan did not hide from Delaney the fact that it was not closing out fails to
deliver at market-open T+6.
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9s.

Response: Dispute — accuracy of statement; contrary evidence in the record.

Counterstatement: Delaney was not aware of Stock Loan’s Rule 204 violations
until March 2011.

Support: See response to Division’s FOF 63a; see also Delaney’s response to
Division’s FOF 94.

Stock Loan told Tom Delaney that Stock Loan’s practice was to close-out fails to

deliver on long sales on the afternoon of T+6.

a.

Response: Dispute — accuracy of statement; ambiguous as to timing; contrary
evidence in the record.

Counterstatement: Delaney was not aware of Stock Loan’s practice regarding
Rule 204 until March 2011.

Support: See response to Division’s FOF 63a; see also Delaney’s response to
Division’s FOF 94.

96. On September 21, 2008, Delaney received and read guidance that the Commission
had issued an emergency order requiring close-out at market open T+6 of all fails to deliver due

to long sales.

a.

917.

Response: No dispute. Clarification needed - the Division cites to Stip. FOF 84
for support and the correction stipulation is Stip. FOF 85.

In October 2008 Morgan Lewis issued additional guidance about Rule 204 T. It was

Delaney’s practice to review Morgan Lewis’s guidance carefully. This guidance specifically
discussed the impact of Rule 204 T on securities lending. The guidance also linked to the Rule

204T adopting release.
a. Response: No dispute.
98. Delaney also read the adopting release for Rule 204T.
a. Response: Dispute — accuracy of statement.
b. Counterstatement: Delaney saw the adopting release for Rule 204T.
c. Support:

¢ Delaney Testimony

Q Soyou've seen Exhibit 67. You've seen the adopting release for Rule 204T; is that correct?
A I said that here, but I stand my by answer that I think my intention was that I don't know if I
specifically saw it off the Federal Register. But I certainly would have seen it in some other
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context of the rules being released.

(Hearing- Day 2, 576:12-576:18, Oct. 28, 2014)

99. Delaney was aware of the tension between the close-out requirements of Rule 204T
and securities lending practices.

a. Response: Dispute —accuracy of statement.

b. Counterstatement: Delaney was generally aware of the opinion that there was
tension between the close-out requirements of Rule 204T and general securities
lending industry practices, but not Penson-specific practices.

c. Support:

e Exhibit 224 (Delaney Investigative Testimony) at p. 404

Q Were you aware of any tension between Rule 204 T's closeout requirements and securities
lending practices?

A I was generally aware that there was discussions out there of potential for that but not
specific to Penson. It was more of an industry discussion.

(Delaney, Tom- INV vol I11, 404:1-404:5, July 31, 2013)

100. On December 13, 2008, Delaney received comments about Rule 204T. The e-mail
noted that “Rule 204T applies to long sales, not just short sales. Unfortunately, the timelines set
by the rule do not match the timelines in the securities lending markets™ and asked PFSI to write
a comment letter to the Commission concerning adoption of the rule.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: On December 13, 2008, Delaney was forwarded an email
from Phil Pendergraft about Rule 204T. The e-mail, drafted by individuals
not employed by Penson, noted that “Rule 204T applies to long sales, not just
short sales. Unfortunately, the timelines set by the rule do not match the timelines
in the securities lending markets” and asked PFSI to write a comment letter to the
Commission concerning adoption of the rule.

c. Support:
e Exhibit 160, at pp. PFSI2325526 — 27

—--- Original Message —

From: Phil Pendergraft

To: Andy Koslow; Mike Johnson; Tom Delaney; Bill Yancey
Sent: Sat Dec 13 18:32:51 2008

Subject: Fw: SEC Rule 204T — Comments needed
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Mike & | are writing you regarding the SEC's interim final temporary Rule 204T (the "hard close-out rule”).
While the rule has had some positive effects in reducing fails to deliver, it also has had significant
negative unintended consequences on broker-dealer financing and stock market volatility. We think that
these negative effects can be largely mitigated by a few simple clarifications to the rule, as detailed below
and in the attached letter. In furtherance of these clarifications, which we believe are critical o the
efficient functioning of the securities lending market, we have spoken to she SEC about our concerns and
written a comment letter on the Rule as well (aitached). We urge you to do the same before the
expiration ofthe comment period next Tuesday, December 18.

Rule 204 T applies to long sales, not just shiort sales. Unfortunately, the timelines set by the rule
do not match the timelines in the securities lending markets, and this contradicion leaves

brokers with an unattractive choice: either risk violating the rule or curteil securities lending. Since
the Rule became effective in late September, the broad securities iending market has shrunk by
§0%, reducing cash liquidity to the finance industry when the industry needs it most — broker-
dealers with excess cash balances hoard their cash and refuse to lend, while broker-dealers who
have cash needs draw on bank tines {concentrating counterparty risk and reducing credit
availability to other bank customers).

101. On December 15, 2008, Delaney received a comment letter concerning Rule 204T
written by the Securities Industry and Financial Markets Association (“SIFMA”). This letter
contained a whole section on the impact of Rule 204T on stock lending. Among other things, the
letter discussed the conflict between stock lending practices and Rule 204T.

a. Response: No dispute.

102. In July and August, 2009, Delaney reviewed additional guidance from PFSI’s legal
advisors. This guidance provided a link to the adopting release for Rule 204. Delaney testified
that it was his practice to review the links in such guidance.

a. Response: No dispute.

103. The adopting release for Rule 204 specifically discussed the “effect of the
requirements of temporary Rule 204T on securities lending” and noted the conflict between the
“completion of the securities lending cycle” and the requirements of the rule. Nonetheless, in the
next paragraph the Commission reiterated that despite the impact on securities lending, the
Commission would keep the closeout requirements.

a. Response: No dispute.

104. In August 2010, Compliance Officer Eric Alaniz sent Delaney an e-mail attaching
guidance concerning Rule 204. The guidance repeated a portion of the August 2009 adopting
release, and two of the nine paragraphs in the guidance discussed the conflict between the
securities lending practices and Rule 204’s requirements.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: In August 2010, Compliance Officer Eric Alaniz sent Alan
Zabloudil, and copied Delaney and others, an email discussing buying pressure
at the market open that may temporarily distort the price of the security and
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explain that the trading desk adheres to the per-market or market open “close-out™
requirement of Rule 204.

c. Support:
e Exhibit 328

From: Eric Alaniz

Sent: Friday, August 20, 2010 11:27 AM

To: Alan Zabloudil

Cc: Jimmy Glasgow; Thomas Textor, Tom Delaney
Subject: Buy-ins Per Rule 204

Importance: High
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Unfortunately per Rule }{}4 {see below) the trading desk must adhere 1o the gindance below. Buy-
Ins for “fail 1o deliver™ (FTDs) securities must be placed at pr e-m&z‘k;‘ or at market open {9:30
EST) esther as a mar %: ‘zm WVWAP (order type that more effectively manages the buy-in risk)”
14 “Close Out” requirements. These two options should be adequate to
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1¢ following discussion below. If after reviewing vou sitll have any quest
please feel free o contact me at 13448,

105. In December 2009, PFSI’s Compliance department did testing pursuant to FINRA

Rule 3012 of PFSI’s compliance with Rule 204 (the “Rule 204 Test™).

a. Response: No dispute.
106. Alaniz discussed the December 2009 testing with Delaney before doing the testing.
a. Response: Dispute — accuracy of statement. The statement is unsupported by the

cited testimony.
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b. Counterstatement: Alaniz’s general process for conducting 3012 audits included
discussing the proposed list of topics with Delaney.

c. Supportt:

e Alaniz Testimony

Q Okay. How did this audit come about? What caused this audit to occur?

A My basic -- basic way I come up with any audit is that I had a process. I reviewed
FINRA sites, SEC sites. I would check in to our regulatory compliance area. I would ask to see
what the regulators were asking about. And then from there, I would gather a list of topics.
From that point, I would take it to Tom Delaney. We'd create a list. And then from there,
we'd go have that list augmented or add to it if there were anything that needed to be added to it
from Bill Yancey. And then from there, we'd develop what we would test throughout the year.

(Hearing- Day 3, 705:6-705:19, Oct. 29, 2014)

107. The December 2009 audit results related only to the Buy-Ins department.

a. Response: No dispute.

108. Delaney claimed that his “procedures formed the basis of compliance testing at
PFSI that reliably determined whether, and to what extent, PFSI was in compliance with Rule
204T, 203, and 204.”

a. Response: Dispute. The cited support is unreliable and reflects statements made in
Delaney’s Wells Submission, not Delaney’s personal admissions. See Jan. 15,
2015 Order (noting that the Court is disinclined to rely upon the Wells submission
of Thomas R. Delaney II because the Court has determined that the
representations made therein are insufficiently reliable). Based on the Court’s
Jan. 15, 2015 Order, the Proposed FOF should be stricken.

b. Support:

e Exhibit 157 (Delaney Wells Submission) at p. 4

The procedures Mr. Delaney implemented cannot be questioned. Indeed, Delaney’s
procedures formed the basis of compliance testing at PFSI shat reliably determined whether and
to what extent PFSI was in compliance with Rules 204T, 203 and 204. The procedures, theq,

109. Delaney admits, however, that the December 2009 compliance testing did not test
whether Stock Loan was closing out long sales of loaned securities in compliance with Rule 204.

a. Response: Dispute — accuracy of statement; contains impermissible argument.

b. Counterstatement: Delaney testified that, although the audit was intended to
test long sales of loaned securities, the December 2009 compliance testing did
not test close-outs of long sales of loaned securities.
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c. Support:

e Delaney Testimony

Q Okay. Did this 3012 testing, did it test the close-outs of long sales when a stock loan was
out?

A Idon't believe -- I don't believe that the testing ends -- ends up doing that.

Q Okay. So it did not test whether Stock Loan was closing out in compliance with Rule 204?
A It was intended to test that, but I think at the end, and as we look through it now, it
does not appear that it did.

(Hearing- Day 2, 608:6-608:14, Oct. 28, 2014)

e Ex. 70 (Subject: SEC Rule 204)

3012 Test Results

To: Brian Hall & Rudy De La Sierra
From: Eric Alaniz

Date: December 21, 2009

Audit: Securities Lending Department
Subject: SEC Rule 204

S P S— T—— T SN

110. Alaniz wrote a report summarizing the results of the December 2009 testing of Rule
204.

a. Response: No dispute.

111. The Rule 204 Test results showed that close-outs of short sales occurred between 30
minutes and 1 hour and 15 minutes after market open, close-outs of long sales occurred between
4 hours from market open to up until 11 minutes of the market close, and, of the 113 securities
transactions tested, 112 failed to comply with Rule 204.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: The Rule 204 test results, which tested short sale and long
sale failure to deliver positions caused by customers over the course of a two
week period, showed that close-outs of 47 short sale positions occurred between
30 minutes and 1 hour and 15 minutes after market open, close-outs of 51 long
sale positions occurred between 4 hours from market open to up until 11 minutes
of the market close, and, of the 113 securities transactions tested, 112 failed to
comply with the close-out requirement of Rule 204.
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c. Support:
e Exhibit 70 at 2

Review of the T+4 query/reports

During the weeks of November 16™ through the 20" and December 7" through the 11" there were a
total of 62 required buy-ins as a result of “fail to defiver” positions ("FTDs") on the T+4 query/report, The
Buy-In Department bought in 47 of the *FTD” positions while the other 15 were given to the
correspondent to close out,

The 47 buy-ins placed by the Buy-In Department resulted in orders placed anywhere from 30 minutes to
a 1 hour and 15 minutes after the market open.

Review of the T+6 reports (EXTE16)

In the case of the T+6 (long sales) reports the Buy-In Department was required to close-out 51 "FTD"
positions in the same time frame,

The 51 buy-ins placed by the Buy-In Department resulted in orders place anywhere from 4 hours from
the market open to up until 11 minutes of the market close,

Final Result - The failure to comply with the close-ovut requirement placed 112 out of 113
securities in the "Penalty Box".

112. This was one of the most significant occurrence of failures PFSI’s compliance
department had ever seen in its Rule 204 testing.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Alaniz testified that the Rule 204 testing results were
“probably one of the more significant” failures for the items that he tested.

c. Support:

e Alaniz Testimony

Q Do you recall what the results of your testing were?

A Yes. I believe out of 113, 112 of those items that I reviewed had failed. They had not met
the requirement of the rule.

Q Do you think that was a significant failure?

A For that time frame that I had tested, in that window, compared to my other audits, I would
say it was probably one of the more significant ones out of my whole testing procedures, for
items that I tested.

(Hearing- Day 3, 708:7-708:16, Oct. 29, 2014)

99 <

113. Delaney characterized these failures as “massive,” “profound,” and “anomalous.”
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a.

Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 21 previously stipulated to by all parties, and there is no basis for a separate
or additional finding of fact.

Support:

FOF 21.

On March 31, 2010, Delaney met with Yancey to discuss Yancey's annual
certification of Penson's compliance testing procedures. As part of that
certification, Penson’s Compliance Department prepared and presented an Annual
Report that, per Penson’s WSPs, was to discuss Penson’s “key compliance
problems” for the period April 1, 2009 through March 31, 2010. At the March
31, 2010 meeting, an item of discussion was the results of the December 2009
audit showing the Rule 204(a) violations resulting from Buy-Ins' procedures -- a
compliance failure that Delaney later characterized as “massive,” “profound,” and
“anomalous.”

See Order on Stipulations

114. No other testing show similar failures.

a.

b.

C.

Response: Dispute — accuracy of statement.

Counterstatement: Delaney could not recall any other testing that showed a
similar testing result.

Support:

Delaney Testimony

A Other than -- other than -- other than Eric's testing with respect to those 113 items, I don't --
I don't recall there being anything else that had a testing result that came out like that.

(Hearing- Day 5, 1383:20-1383:23, Oct. 31, 2014)

115. Gover came to believe that some of the failures were attributable to PFSI’s Stock
Loan department.

a.

C.

Response: Dispute — accuracy of statement. Contrary testimony in the record.
The Division’s statement is also contradicted by Stip. FOF 78, to which all parties
have stipulated.

Counterstatement: The Rule 204 test revealed issues related only to the Buy-Ins
department. Gover testified that “[jJust because there were issues in the buy-ins
group of getting the executions done on time does not mean that there were issues
in Stock Loan or were not issues in Stock Loan. They’re separate.”

Support:
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e Gover Testimony

A ... Just because there were issues in the buy-ins group of getting the executions done
on time does not mean that there were issues in Stock Loan or were not issues in Stock

Loan. They’re separate.
(Hearing-Day 1, 173:17-21, Oct. 27, 2014)

A ...Ifyou’re saying given the audit around the buy-in’s piece, no, I don't think that that
would have given rise to a reasonable inquiry of the Stock Loan.

(Hearing-Day 1, 175:19-21, Oct. 27, 2014)

e Stip. FOF 78

FOF 78. The December 2009 audit and June 2010 follow-up 204(a) audit results related
only to the Buy-Ins Department.

(See Order on Stipulations)

¢ Delaney Testimony

Q: ... Mr. Alaniz’s audit tested the buy-ins department. . . . do you believe that an audit of a
department that did not test whether there were failures to close out on long sales of loaned
securities could ever be a red flag about failures to close out long sales of loaned securities in the
Stock Loan Department?

A: No.

Q: .. .you did not see a nexus - -

A: No

(Hearing-Day S, 1351:6-17, Oct. 31,2014)

o See also Alaniz Test. at 855:11 — 856:12 (agreeing that based on his test results,
it was not necessary to go to the Stock Loan Department); Gover Test. at
168:13-22 (“the December audit was focused only to . . . It was focused on the
processes within my group and where we were failing.”), 170:5-13 (“Q: I
guess the point [ want to establish is that your group made an incredible effort,
incredible effort at all times to comply with Rule 204(a); do you agree? A: We
made -- we made an effort to comply with 204. The results of the audit
showed we weren't making buy-ins, my group. The efforts weren't sufficient.
But yes, the people in the group, they cared, they wanted to do the right thing,
they wanted to comply with the regulations.”)

116. Between March 2010 and June 2010, Gover had a conversation with Delaney and
Johnson. In that meeting, they discussed that CNS fails attributable to PFSI’s Stock Loan
department were not to be closed out. They also discussed the conflict between the buy-ins
contemplated by the MSL A and required by Rule 204.
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a. Response: Dispute — accuracy of statement.

b. Counterstatement: Gover testified he had a recollection of a meeting with Delaney
and others where Stock Loan expressed its views on Rule 204 and that Stock
Loan was not to be “bought in,” but his testimony was contradicted by all of the
alleged attendees of the meeting.

C. Support:

e Gover Testimony

Q Well, tell us -- why don't you tell us about those conversations, the conversations between

you and --

A Sure.

Q -- Mr. Delaney --
A Yeah

Q --about Rule 20- -- 204 and Stock Loan.

A Well, I think the one that is probably germane to this conversation, or one of them anyways,
we encountered an issue where we had a CNS obligation. We -- we -- we were short to CNS.
And when we looked at our stock record, there were no -- there were no customers that were
selling short that we could buy-in, and all of the excess stock was on loan. So it showed in a
location of being stock on loan on the Stock Loan box. So we were presented with a situation
where we had an obligation to buy-in, but the only party that we could buy-in would have been
the Stock Loan department.

Q And so what happened?

A It was escalated to me by the buy-ins group, and we had a conversation -- had
requested a conversation with compliance and Stock Loan. And it was basically -- the --
the message we were getting from Stock Loan is that you don't buy-in Stock Loan. And I'm
looking at what I thought were our obligations under Reg SHO from my buy-ins group and
saying, well, that kind of puts us in a bad position because I have an obligation to buy-in, but I've
also got Stock Loan saying, you can't buy us in and there's nobody else that could buy-in. So
that precipitated a discussion around the rule.

(Hearing- Day 1, 102:25-104:3, Oct. 27, 2014)

Q Okay. And how was the problem presented in that conversation?

A Tam paraphrasing. But it was, okay, Stock Loan is saying they don't get bought in, and
then here's me holding 204 and saying I've read the reg, and I don't see anywhere it gives --
where it gives me an out for that. So there were some discussions about, well, in order to have
the shares for a loan sale, they should -- they would have to be recalled to -- they have to be
recalled earlier. They have to have -- we have to have the shares -- if we've got shares, this is
really -- this is -- gets really complicated. So if I need to clarify, please stop me.

Q Okay.

A ... Where the -- where the point of discussion was, the Stock Loan compliance and buy-ins
was -- [ think Stock Loan maintained that that wasn't industry practice and that the Stock
Loan agreements, the MSLAs, weren't -- didn't support that. And so that's where we had

a conflict.
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(Hearing- Day 1, 104:15-106:1, Oct. 27, 2014)

Q And you spoke earlier about a conversation that you had with Tom Delaney and Mike
Johnson. Can you put that into a time frame for us? You took over buy-ins in August or
September and --

A T will attempt.

Q Okay.

A And]Ido it -- you know, there's kind of like there -- I can put time frames around issues
around when [ think that happened. I believe that we -- that we had a couple of conversations,
one when I first took over buy-ins, which would have been, to my recollection, third quarter of
2009. I also believe that there was another conversation that occurred in -- sometime in the
spring of 2010. And, you know, it's kind of like, well, okay, I know I took buy-ins about when I
-- you know, about a couple of months after I took Stock Loan. I know I hired a VP at Stock
Loan in August. So, you know, it's within that range.

And I can also -- you know, as I move through the continuum of my career progression at -- at
Penson, I can say, okay, I know that I wasn't -- well, you know, I wasn't -- I wasn't focused on
buy-ins during, you know, the latter half of 2010 because I was focused more on margins
because we were -- so is that helpful? I mean, I -- I can't say on, you know, July 29th we had
this meeting.

Q Sure.

A But to my recollection, that it was within the first six to nine months after my taking
buy-ins that we had the conversations and the conflict on the Stock Loan over when the
shares were recalled.

(Hearing- Day 1, 117:16-118:21, Oct. 27, 2014)

Q Okay. And the last thing I want to ask you about is the meeting that you had with Mr.
Delaney and Mr. Johnson, and I just wanted to kind of circle back around and say, is there
anything that you heard on cross-examination that has changed your mind about when you think
that meeting occurred?

A Not substantially, no. I mean, it was -- it felt chronologically like it was pretty close to when
I had took over the team. I know that I had a lot of other things that started to get -- you know,
grabbing my attention beginning late summer of 2010. And, you know, based on the exhibits
that I had seen that accompanied my -- my declaration and then some of the other e-mails that I
had seen, it seems pretty consistent with my recollection that it was, you know, somewhere
between March and June of 2010.

(Hearing- Day 1, 197:4-197:19, Oct. 27, 2014)

e Butsee

o Hasty Testimony

Q Do you recall ever having a meeting with [Gover] where it was discussed that Stock
Loan was choosing not to close out in accordance with Rule 204?
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A No.
Q So you don't recall that meeting ever happening?

A No.
Q Do you recall ever being in -- in a meeting with him and Summer Poldrack related to

Rule 204 at all?
A No.

(Hearing-Day 7, 1756:10-20, Nov. 3, 2014)

o Johnson Testimony

Q Mr. Johnson, did you ever have a meeting with Brian Gover where you discussed the
possibility of recalling loans on T+2 to close out to 204 fails?
A Never.

(Hearing-Day 2, 568:14-17, Oct. 28, 2014)

o Delaney Testimony

Q Do you recall Mr. Gover's testimony that he met with you?

Aldo.

Q Do you remember ever having a meeting with Mr. Gover where he discussed compliance with
Rule 204? Probably I asked that too broadly. Discussed a practice by Stock Loan of not -- of
deliberately not closing out long sales of securities they had out on loan?

A No.

(Hearing-Day S, 1308:3-11, Oct. 31, 2014)

117. Delaney was responsible for ensuring that PFSI’s WSPs reflected relevant
regulatory guidance in Stock Loan’s close-out practices.

a. Response: Dispute — accuracy of statement; incomplete recitation of the record.

b. Counterstatement: The Compliance department and Business units worked
collaboratively in many aspects of drafting and reviewing WSPs.

c. Support:

e Alaniz Testimony

Q: And do you do that Kind of in isolation or is it a collaborative process with -- with the
business units?
A: It’s collaborative.

(Hearing-Day 3, 726:3-6, Oct. 29, 2014)
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Q: And do you rely on those business units for information about what is going on at the firm?
A: Yes.

(Hearing-Day 3, 726:15-17, Oct. 29, 2014)

Q: Was it typical of your experience in -- as a Compliance Officer that you would identify
problems and the business units would come up with the most efficient solutions to -- to
solve those problems?

A: It was typical, yes.

(Hearing-Day 3, 784:25-785:4, Oct. 29, 2014)

e Hasty Testimony

Q Who was it who was responsible for generating the WSPs related to a business unit?

A So it was a responsibility of the business unit to convey to compliance what they were
doing, how they were supervising their business, what documents they were using to evidence
supervision of their business.

(Hearing-Day 7, 1758:3-10, Nov. 4, 2014)

Q Why is it that the business unit originated that?

A Well, they're the experts. They are the people who are doing this day to day. As Compliance
Officers, we're not experts in every area of the business. We don't sit at someone's desk and
process buy-ins or use the reports or, you know, escalate certain items to our supervisors. We're
unfamiliar with the process. We're unfamiliar in general with what they're doing on a day-to-day
basis. So it's absolutely is necessary to have the business owners be the original people who
are drafting those WSPs and providing the information so that we can make sure it's
accurate and that it includes what's really being done day to day.

(Hearing-Day 7, 1758:13-1759:2, Nov. 4, 2014)

118. On January 25, 2010, Delaney asked Compliance Officer Eric Alaniz to review
certain WSPs to see how they reconciled with his testing. Among other things, Alaniz
recommended that “as much as they can, I'd recommend to consolidate them and include how
Sendero will adjust for T +4's and T+6’s close-out requirement “of Rule 204 and to “include
close-out requirement procedures in the WSPs.”

a. Response: No dispute.

99 <

119. Although Delaney claimed that he was “working to close” “the gap” “between
PFSI’s WSPs and Stock Loan’s practices concerning timely buy-ins,” Delaney admits that
PFSI’s March 31, 2010 WSPs, which Delaney specifically reviewed and approved, did not
contain procedures for closing-out long sales.
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a. Response: Dispute — statement contains impermissible argument and
mischaracterizes the cited support. Also, the cited support is unreliable and
reflects statements made in Delaney’s Wells Submission, not Delaney’s personal
admissions. See Jan. 15, 2015 Order (noting that the Court is disinclined to rely
upon the Wells submission of Thomas R. Delaney II because the Court has
determined that the representations made therein are insufficiently reliable).

b. Counterstatement: Pensons’s WSPs were deemed “perfectly adequate” by expert
witness Poppalardo and contained procedures for closing-out long sales, including
long sales of loaned securities.

c. Support:
e Exhibit 188

Penson Financial Services

BD Written Supervisory Policies and Procedures
3/31/2010t0 Current

e Exhibit 188 at 318

House Buy-Ins
Periodically based on Recalls and due dates.

| Buy-Inscan be on the borrow or loan side.

1 If an item must proceed to a Buy-In then Stock Loan Operations Personnel inform the counterparty
that a Buy-in will occur on that day.

1 Stock Loan writes a trade ticket and provide to the Agency Trading Desk for execution,

1 The counterparty Is called back with an execution price.

1 The contacts are cleaned up into the Buy-In accounse waiting to pass final collections due on
settlement date.

) Buy-Insonhouse borrows are relatively the same with the counterparty performing the buy-in
completing most of the phone calls

1 If Swack Loan does not have a counterparty to pass the Buy-In to, then the Buy-In s forwarded to the
customer Buy-Indepartment.

Documentation/Evidence

e Exhibit 188 at317

89




House Baorrow and Loan Recalls
Daily.
1 Sendero recelves all house deficits and fall to delivers from Phase 3.
1 Equity and Finance Staff issue recall letters

i Recalls are wacked and based on stock record they can be cancelled at any point, left open or bought
in to clean up the purpose of the recall.

Documentation/Evidence
Sendero and LOANET

Sendero and LOANET save all recall data records. All issued letters are saved in the daily work flow.

217

e Poppalardo Testimony

A Okay. Yes, I did look at PFSI's policies and procedures. And I think what I would say is you
start with, you know, as a general matter, you look at all of the key elements of the rule, and you
make sure that those are reflected in the policies and procedures and to -- for the Reg SHO,
certainly the important things are, you know, that the orders be marked correctly, locate and
delivery requirements, close-out requirements and the penalty box restrictions. And I saw all of
those elements in the PFSI policies, albeit in not necessarily a single policy because there are
separate and distinct responsibilities within different groups in PFSI.

Q Howdid they compare to what you've seen in the industry with respect to policies and
procedures?

A Relating to Reg SHO, I think their policies and procedures overall were very
comprehensive. And we've seen better, but, you know, they're -- they're perfectly adequate.
In connection with Reg SHO, it's a really complicated area. I see a lot of policies and
procedures and it took me a really long time to parse through them, but I do think that -- I
think they were okay.

(Hearing-Day 8, 1993:16-1994:13, Nov. 5, 2014)

Q Canyou tell me, did anything in the cross-examination questions that Ms. Atkinson asked
change your opinion that PFSI policies and procedures were consistent with what you saw in the
industry?

MS. ATKINSON: I'm going to object to that as leading.

JUDGE PATIL: Overruled.

A No, I--1 think they're consistent with -- with other policies and procedures that I've

seen.

(Hearing-Day 8, 2039:23-2040:6, Nov. 5, 2014)

120. Nor did PFSI’s December 30, 2010 WSPs contain procedures for closing-out long
sales.

a. Response: Dispute — accuracy of statement.
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b. Counterstatement: PFSI’s December 30, 2010 WSPs contained procedures for
closing-out long sales.

c. Support:
e Exhibit 211 at pg. 11-12

Penson Financial Services

BD Written Supervisory Policies and Procedures
12/30/2010 to Current

CLOSE-OUT REQUIREMENTS FOR FAIL TO DELIVER
[SEC Rule 10b-21; Regulation SHO Rule 204]

"Naked Short Selling” is an abusive practice where the seller does not intend to deliver securities in time for
settlement {including deceiving a broker-dealer about sheir locate source or ownership of shares}. Close-out
reguirements apply to all equity securities. Obligations to close-out fails to deliver are the responsibility of the
participant of a registered clearing agency, i.e., a broker-dealer that self-clears its own trades or the clearing
firm on behalf of an introducing firm.

To prevent this abusive practice, the SEC has imposed requirements that securities must be delivered for Short
Sales of all equity securities by settlement date {T+3). If securities are not delivered by settlement day, the
Broker/Dezler is obligated to close out the position by borrowing or purchasing securities by the beginning of
regular trading hours on the settlement day following the settlement date (T+4). For long sales, the 8D must
close out the position no later than the beginning of regular trading hours on the 3@ consecutive settlement day

foflowing the settlement date (T+6).

For sales of securities under Rule 144, the close-out requirement is triggered on the 35%" consecutive settlemen
day after the settlement date for the sale in that security. Fails to deliver of Rule 144 securities must be closed
out no later than the beginning of regular trading hours on the 36t consecutive settlement day following the
settlement day for the transaction (T+3+36).

When a BD fails to close out a position as required under this rule, the BD may not accept a short sale order in
that security from another person or effect an order in its own account until the fail to deliver is closed out.

e Ex. 746 at pg. 339

To prevent this abusive practice, the SEC has imposed requirements that securities must be delivered for Short
Sales of all equity securities by settlement date (T +3). If securities are not delivered by settlement day, the
Broker/Dealer is obligated to close out the position by borrowing or purchasing securities by the beginning of
regular trading hours on the settlement day following the settlement date (T+4). For long sales, the BD must
closeout the position no later than the beginning of regular trading hours on the 3™ consecutive settlement day
following the settlementdate (T+6).

e Ex. 21latpg 4
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House Buy-Ins
Periodically based on Recalls and due dates.

» Buy-Ins can be onthe borrow or loan side.

¢« If an item must proceed toa Buy-In then Stock Loan Operations Personnel inform the counterparty

that a Buy-in will occur on that day.

Stock Loan writes a trade ticket and provide to the Agency Trading Desk for execution.

« The counterparty is cailed back with an execution price.

» The contacts are cleaned up into the Buy-In accounts waiting to pass final collections due on
settlement date.

= Buy-Ins on house borrows are relasively the same with the counterparty performing the buy-in
completing most of the phone calls

» If Stock Loan does not have a counterparty to pass the Buy-In to, then the Buy-In is forwarded to the

customer Buy-In department.

£

121. In fact, the procedures identified as “PROCEDURES ADOPTED IN
ACCORDANCE WITH RULE 204" in the WSPs primarily dealt with Rule 203, not Rule 204.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Penson’s Reg SHO and Rule 204 policies and procedures
addressed (1) all elements of the rule, (2) set out specific procedures to follow,
and (3) identified individuals and supervisors responsible for compliance.

c. Support:
e Ex. 828 at 10-12 (Poppalardo Report).

L2 TR o TR LFITFT Y

1 have reviewed the relevant PFSI policies and procedures in place during the relevant
period and conclude that shey are reasonably designed. PFS[’s WSPs generally state rule
requirements or prohibitions {citing to the relevant regulation in most cases), the designated
principai(s) (by title) who is responsible for supervising the activity, and how the supsrvisor
documents his or her review of the activity. The policies and procedures are sufficient to put
registered personnel on notice of regulatory requirements and Firm practices, and they clearly
vest supervisory responsibility in specific individuals as required by NASD Conduct Rule 3010.

PFSI WSPs address an array of subjects. The scope of the areas addressed in these
documents is consistent with similar documents prepared by other broker-dealers and, in my
opinion, also consistent with what the SEC and FINRA would reasonably expect the WSPs to
contain. The policies and procedures address training requirements, ie., annual Compliance
meeting and Firm Element training, hiring, on-boarding of correspondents, and other importent
elementw of a supervisory system. Notably, PFSI had separate procedures shat governed the
activities and responsibilities of Compliance department personnel. This is not a regulatory
requirement, but a best praciice that Finseg typically recommends when assisting firms in
developing policies and procedures.

e Ex. 211 at 3-14
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Penson Financial Services

8D Written Supervisory Policies and Procedures
12/30/2010 to Current

SECURITIES LENDING (STOCK LOAN) - DALLAS OFFICE II - RULE 204

e Ex. 746 at 325-34]

CLOSE-OUT REQUIREMENTS FOR FAIL TO DELIVER
[SEC Rufe 10k-21; Regulation SHO Rule 204]

“Naked Short Selling” is an abusive practice where the seller does not intend to deliver securities in time for
settlement (including deceiving a broker-dealer about their locate source or ownership of shares). Close-out
requirements apply to 3! equity securities. Obligations to close-out falls to deliver are the responsibility of the
participant of a registered clearing agency, i.e., a broker-dealer that self-clears its own trades or the clearing
firm on behaif of an introducing firm.

To prevent this abusive practice, the SEC has imposed requirements that securities must be delivered for Short
Sales of all equity securites by settlement date (T+3). 1f securities are not delivered by settlement day, the
Broker/Dealer is obligated to close out the position by borrowing or purchasing securities by the beginning of
regular trading hours on the settlement day following the settlement date {T+4). For long sales, the BD must
closeout the position nolater than the beginning of regulartrading hours on the 3'9 consecutive settlement day
following the settlementdate (T+6).

For sales of securities under Rule 144, the close-out requirement is triggered on the 35th consecutive settlemen
day after the settlement date for the sale in that security. Fails to deliver of Rule 144 securities must be closed
out no later than the beginning of regular trading hours on the 36th consecutive settlement day following the
settlement day for the transaction (T+3+36).

When a BDfailsto closeout a position as required under this rule, the BD may not accept a short sale order in
that security from another person or effect an order in itsown account until the fail to deliver is closed out.

e see also Ex. 540 at 383-399

122. On May 17, 2010, Delaney received notice that FINRA had detected that PFSI had
not closed out long sales in compliance with Rule 204.

a. Response: No dispute.

123. Delaney did nothing to follow-up on the notice in Exhibit 168 that FINRA had
detected that PFSI had not closed out long sales in compliance with Rule 204.

a. Response: Dispute — accuracy of statement; mischaracterization of testimony;
overly broad.

b. Counterstatement: Delaney testified that he did not know whether he did
anything to follow-up on the notice in Exhibit 168.

c. Support:
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e Delaney Testimony

Okay. What did you do to follow up on what Ms. Miller told the FINRA person?

I may be missing, but I don't see where I'm being requested to follow up on anything.

So do I take that to mean you did nothing to follow up on this; is that right?

I don't know if I -- if I'd done anything. I don't see anything here that says that I followed
onit.

So you --

Whether I did or didn't, I don't know.

You don't have any recollection of following up on this?

No.

O B0E >0 »0

(Hearing- Day 2, 597:23-598:11, Oct. 28, 2014)

124. On July 26, 2010, Delaney received an e-mail indicating that fails attributable to
PFSI’s Stock Loan department were not to be closed out.

a.Response: Dispute — accuracy of statement.

b.Counterstatement: On July 26, 2010, Delaney was copied on an e-mail in which
Alaniz provided advice regarding fails attributable to PFSI’s Stock Loan

department.

c.Support:
e Exhibit158 atp. 1,3

From: Eric Alaniz
</O=PENSON/OU=PENDALO1/CN=RECIPIENTS/CN=EALANIZ>

Sent: Monday, July 2¢, 2010 7:40 AM

To: Summer Poldrack <SY i PENSON.COM>

Cc Tom Delaney < lIPENSON.COM>; Brian Gover

<SP ENSON.COM>; Jerry Reilly <l PENSON.COM>;
Holly Hasty <JjlJPENSON.COM>

Subject: RE: ¥***REG SHO***-

Summer,

This is carrect the Stock Loan account should be fiat by the end of the day or have a surplus. Preferably
this should be completed prior to or at market open. | will notify Rudy and Brian. Summer would you call

me up when you have a second.
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125. On October 13, 2010, Brian Gover again elevated the issue of Stock Loan’s
closeouts oflong sales.

a. Response: Dispute. The Division’s statement is not supported by the cited
evidence or the record. Exhibit 26 relates to Ridge customers, not PFSI Stock
Loan shares on loan.

b. Counterstatement: On October 13, 2010, Brian Gover elevated an issue related to
Ridge and Rule 204.

c. Support:

e There is no evidence in the record that shows Brian Gover had previously
escalated a similar issue.

e Exhibit 26 at PENSON0009044-45

From: Brian Gover

Sent: Wednesday, October 13, 2010 1:18 PM

To: Mitch Mintz .

Cc: Conti, Anshony; Rudy De La Sierra; Mike Johnson; Brian Hall; Joe Gagliardi; Barillo, Joe; Tom Delaney; Thomas
Textor; Jerry Reilly; Summer Poldrack; Tracie Pittman ’

Subject: RE: REG SHO 204 Notification

Mitch- Bringing Compliance {Tom Delaney and Tom Textor) into the discussion. If i am getting this correct, we are
essentially saying that for Ridge Customers although we can borrow to cover a failing long sale, we will not do so unless
the correspondent contactsStock Loan to arrange she borrow and agree the rate. Is that accurate?
Thanks

Brian DL TITT e BT g P L LI R PT P TTSOUNRYRTIv )
From: Mintz, Mitchell J [(maitto:Mitchell jjJJJJridgeclearing.com])

From: Rudy De La Siera [mailto-PENSON.COM]
Sent: Wednesday, October 13, 2

To: Clearing, REG SHO 204

Cc: Mike Johnson; Brian Hall

Subject: RE; ¥+*REG SHO***-AUMN

The language I've highlighted needs to be reviewed. We do notborrow for long sales. If the shortis due to a long sale
then we’ll just wait for shares to be received rather than incur the cost of borrowing. Please advise who we should speak
with to have this removed. .

Thanks

Rudy

126. On October 21, 2010, Delaney received a FINRA examination report that informed
him that PFSI was violating Rule 204 with respect to closeouts of long sales of loaned securities.

a. Response: Dispute — accuracy of statement.
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b. Counterstatement: On October 21, 2010, Delaney received a FINRA examination
report that informed him that PFSI was violating Rule 204 with respect to 10
transactions between February 1, 2010 through March 31, 2010.

c. Support:
e Exhibit 40 at pp. PENSON0624660, PENSON0624668

From: Brian Gover -PENSON.OOM>

Sent: Friday, Octaber 22, 2010 12:48 PM {GMT)
T caywioanen SN

Subject FW: 2010 Penson Exit Meeting Report .
Attach: Finat 2010 Penson Rpt.pdf; 00601..him

From: Tom Delaney

Sent: Thursday, Octaber 21, 2010 6:46 PM

To: Bill Yancey; BanMd'Am John Kenny; Maty Smith; ) ay Hanville; Brian Gover; Holly Hasty; Mark Bell; Robert Mendaison; Phil Pendergraft; Cart Gimore
Subject: Fwd: 2010 Penton Exit Meeting Re port

Sent from my i Phono
Begin forw arded messsge:
From: "Li, YucLi M
To: “Tom Delancy”| -, "Kirberly Miller @
Subject: 2010 Pe.
Hi Tom & Kim,
Attachad is the 2010 Penson Exit Meeting repont.
Thanks,
YucLing

9.  The firm was not in compliance with Regulatlon SHO SEC Rule 204, and NASD Conduct
Rule 3010.

a) A review of CNS fail to delivers (FTD’s) from February 1, 2010 through March 31,
2010, disclosed that there were a tosel of 86 CNS FTD'’s whereby the quantity
amounts were unchanged, and the falls were outsianding for more than seven
consecutive settiement days. The firm did not close-out the aged fails as required by
the rule.

b) A review of ten CNS FTD'’s February 1, 2010 through March 31, 2010 whereby the
quantity amounts had changed, disclosed the following:

1) Thefirm failed to recall securifies from stock loan or borfow securities to close
out all 10 of these fails, which resuited in the fails being consistently
outstanding beyond Trade date +4 for short sale FTD’s and Trade date +6 for
long sale FTD's.

2) The firm did not adhere to the “Penalty Box" requirement by not placing the ten
outstanding FTD securities in the “Penalty Box" as a result of its fallure to
comply with the close-out requirement.

127. Delaney was the compliance person responsible for Rule 204.
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a. Response: Dispute — accuracy of statement. The Division’s statement
mischaracterizes the cited support. Additionally, the Division’s statement is an
incomplete recitation of the record.

b. Counterstatement: By virtue of his position as Chief Compliance Officer, Delaney
was primarily responsible for ensuring compliance with Rule 204; however, he
relied on the assistance of Compliance staff and the subject matter experts in the
business units.

c. Support:

e Hasty Testimony

Q Well, in fact, Mr. Delaney was the person who was responsible for Rule 204; isn't that right?
A Yes.

Q And he was the one who you expected would have the responsibility to review the
adopting release, for instance, that accompanied Rule 204, and work with the business
units to make sure that the information contained in the adopting release was being
properly implemented; isn't that correct?

A Yes.

(Hearing- Day 7, 1769:25-1770:9, Nov. 4, 2014)

e Alaniz Testimony

Q What was the purpose of meeting with the Stock Loan department?

A The purpose of meeting with any department in this search, under these circumstances
with the Stock Loan, was to ensure that I understood the rule completely. Not completely
as -- completely as to what I was going to test.

Q Allright. You've read the rule?

A I'veread the rule.

Q So -- so you said that you met with him to make sure you understood it. How did meeting
with him help you understand it?

A  Well, Reg SHO -- Regulation SHO was new to me. The rule was new at the time. So
since they were the business unit that dealt with this rule on a daily basis, I wanted to make
sure that I understood it as I read it. As them being the individuals that would be applying
this rule, I wanted to make sure we were on the same page so that I wasn't testing one thing
when they thought I was testing another.

(Hearing-Day 3, 749:1-20, Oct. 29, 2014)

e Delaney Testimony

Q Who did you rely on?
A Various groups. So I had my own staff, of course, that I would rely on, as well as I would
rely on the subject matter experts within the -- within the business.
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Q When you say "subject matter experts," what does that mean to you?

A To me, that would be at Penson, lot of moving parts, a lot of -- a lot of departments with
specific processes and procedures and things of that nature. And so those -- those leaders in that
business group — these would be generally the registered principals within those business groups
-- would have -- would be those — that key subject matter. I mean, they would know more -- they
-- they would forget more about their department and how it operates than -- than I'd ever hope
to know.

(Hearing-Day 5, 1220:20-1221:10, Oct. 31, 2014)

128. Delaney was the compliance person responsible for interfacing with Stock Loan.
a. Response: Dispute — accuracy of statement; incomplete recitation of the record.

b. Counterstatement: Delaney was one of the compliance staff who interfaced with
Stock Loan.

c. Support:

e Ex. 158 (Alaniz interacting with Stock Loan)

Frem: Eric Alaniz
</O=PENSON/OU=PENDALD/CN=RECIPIENTS/CN=EALANIZ>

Sent: Mounday, July 26, 2610 7:40 AM

To: Suruner Poldrack COM}

Ce Tom Delaney <TDJJJiF ENSON.COM:- over
T ENSON COM>; Jerry Reilly PENSON.COM>;

Holly Hasty <JJJJJPENSON.COM>
Subject; RE: ***REG SHS -

Summer,

Thisis correct the Stock Loan account showid be fiat by the end of the day or have a surplus. Preferably
this should be completed prior to or at markel open. | will notify Rudy and Brian. Summer woultl you call
me up when you have a second.

Thanks,

Eric
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* Ex. 300 (Hasty and Miller interfacing with Stock Loan)

From: Holty Hasty i PENSOM.COM}
Sent: Frigay, Febu 111 7:47 AN
To: Tem: Delaney; Mike Johason

Lo Brian Halt

Bubject: RE: Reg SHO Buy-in vs Penally Box

Agreed. Wewill went fo make sure thst we can demonstrale that the (ail was the resslt of a long ssle, which we can
typlraily do by pulling the position sheets.

Poron Finergdad Servionx, g,
AT00 Pachic Avenip, Saite 5608 ) Datias, Tw TR
o pMESEIO0E R 24170648
O wumpmorson

Buikiing vhe Best Chearing and Evescting Services Firm & the Workd
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Frony Brizn Hall <BHISPINSON.COM>

Sent: Frigday, March 04, 3011 154 PRt

Te: Kinbarly Miller

Subject: 304 Closeoist Findings Response

Attachments: FReRa Cycle Examination - DRAFT RESPONSES {J)doc

The portion L added 1o the document ibelew in blue. {have attached 3 copy of the updated version as well,

Thanks,
Brian

13} The firm was not compliance with Regulation SHD SEC Rule 204 {Close-Out Requirement) and NASD Condutt Rule
3010 {Supervision).

A review of 10 CNS fal to delivess {FTD's) from the VISTA quesy fall report as of February £, 2010 through Mareh 34,

s HNine{S) of the TNS FTD's were crested by long sales, whith required the firm to close out the fails by the
morning of T+B, and one {1} CNS FID wascreated by & short sate, which reguired the firm to close out the fall by
the moming of T+, The firm could not evidence that sppropriste sction was taken to close out a1 {1} fadle,

While the firm feels the procedures opd policles propnd the handling of Reg Sho Rule 208 ure generolly effective
we hove token steps 10 ensure thot off tems sublect to Reg Sho Rule 204 ore covered either by borrow or buy- in
by the required dote for eoch tronsaction type, We would note thot of the items identified os being subject to buy
In yet-o buy- in did not occar we find 3 items which shoutd heowe been bought in. The oggregute volue of those
tronsoctions was <$10,000,

*  The firm coidd not evidence adhorence 1o the “Penally Box™ requitement, or pwidence that 3 buy-in order was
processed priod 1o the "market open” 1o comply with the closs-out requirements 6 all fen on these fails.

At the time of the exomination period, the firm oid not have provedures in ploce to gdhere to the “penaity boz”
reguirement. This gop was discovered In Jgpunry 2010, independent Jrom this sudit, ond procedures were
developed and pat In ploce in May 2010 to propery identify, and restrict for lending ond Jotating purposes, ooses
where short sote dosesuts were not performed by miorket open on T+3, borrows were orronged prior to murket
open on T+ but did notsettis, ond lony sale closeouts that oid mot oreur on T+6.

in régards to the timing of igng-sale dosecuts, the firm does not beligve it is industry proctice 1o tlose out fong
soles prior Yo the markel open on T+, Not gove hes the firm ever hod o borrow dosed gut by o lending
counterporty ot the open. Conversely, the firm's boreowing counterporties will ppt accept ¢ sloseout price on &
stock loor ot the morket open. Thus, the firm executes closeouts veras long soles ot the condusion of the DICC
troding window at spproximotely 3:08 £5T dolly, as s universally proctived. Closing out loons of the murket open
would put the firm ot o sompetitive disadventuge and sltimolely hinder the firny's obifity to cover i customers®
delivery chbligotions.

e De La Sierra Testimony

A Okay. So on a -- one side of our room, Mike had his office. He had a sliding window and
a door, so that was typically open. I was next to Mike. Next to my left was Brian Hall. We
faced Lindsey Wetzig, Terry Ray, Dawnia Robertson, Marc McCain, Logan. Those are the
operations. And then behind them was our two programmers, Matt Battaini and Dave
Chen, and Dave faced the three compliance people that were in our group or in our area, I
should say.

Q And who were those three compliance people?

A Holly Hasty, Kim Miller and Aaron McInerney.
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(Hearing- Day 1, 223:23-224:8, Oct. 27, 2014)

e Miller Testimony

Q Now I would like to move briefly just to talk about the Stock Loan Department. This case is
really about the Stock Loan Department at Penson, and I want to ask you about whatever
personal knowledge you may have of the Stock Loan Department. And so let me just start

with: From a physical proximity standpoint, wherever you officed, was that near the Stock Loan
Department?

A Yes. For several years I sat within the Stock Loan Department.

Q And where was that? What floor was that?

A The 19th floor, I believe.

Q And how close physically in proximity to the department did you sit?

A Well, we sat on a row -- the four compliance people saw on a row, and they had all the desks
on the other side of that row. So they were just on the other side of me. I just -- it was across
from me.

Q So within just a couple of feet?

A Yes.

(Hearing — Day 11, 1575:19-1576:13, Nov. 10, 2014)

e Alaniz Testimony

Q What was the purpose of meeting with the Stock Loan department?

A The purpose of meeting with any department in this search, under these circumstances
with the Stock Loan, was to ensure that I understood the rule completely. Not completely
as -- completely as to what I was going to test.

Q All right. You've read the rule?

A T've read the rule.

Q So -- so you said that you met with him to make sure you understood it. How did meeting
with him help you understand it?

A Well, Reg SHO -- Regulation SHO was new to me. The rule was new at the time. So
since they were the business unit that dealt with this rule on a daily basis, I wanted to make
sure that I understood it as I read it. As them being the individuals that would be applying
this rule, I wanted to make sure we were on the same page so that I wasn't testing one thing
when they thought I was testing another.

(Hearing-Day 3, 749:1-20, Oct. 29, 2014)

e Hasty Testimony

Q Infact, it is an error that Bill Yancey is listed as Mike Johnson's supervisor in any capacity?
A T would agree with that, yes.

Q Why do you believe that that is an error?
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A I satin the location where the Stock Loan folks were for a period of time. I mean, Mike
Johnson is not a quiet person. He was very vocal about who he reported to and where he got his
directions and how, if something were to come up, who he was going to take his orders
from. And so looking at all of these documents is all well and good, but at the end of the day,
my own
personal perception and observations of Mike Johnson and his own admission that he reported to
Phil is what makes it clear to me.
Q So youwould not be surprised that, in fact, in this trial, Mike Johnson testified that he was
supervised by Phil Pendergraft?
A It would not surprise me at all.
Q Does the fact that an erroneous document was given to the regulators in any way change
what the supervisory chain with Mike Johnson was in reality?

MS. ATKINSON: Objection, Your Honor.

JUDGE PATIL: Overruled.
A No.

(Hearing — Day 7, 1794:12-1795:18, Nov. 4, 2014)

129. Often when new rules came out PFSI’s Compliance department would have
meetings, analyze technologies, and develop a road map to ensure compliance.

a. Response: No dispute.

e Hasty Testimony

Q Ms. Hasty, what -- if you recall, can you discuss the steps that Penson's Compliance
Department took when new rules and regulations were issued or changed?

A So typically new rules and regulations would come to us in a variety of different ways.
Many of us were signed up for different types of alerts that came from the regulators themselves.
Most of the SROs have the ability for you to sign up for a news feed or something along that
line. And there are lots of different publications that come out on a regular basis that provide
that information. So it was pretty well circulated. Once we received something and we
had a chance to review it, oftentimes we would set off -- set up meetings with the different
business owners that we felt like these particular rule changes or new rules would touch, and we
would start working through the process of determining what procedures may need to be
changed, what development effort, you know, the technology resources or people resources
might be required, and -- and really try to lay out the road map for how we were going to meet
certain compliance deadlines and making sure that we would be compliant at the time those rules
came into effect. It wasn't uncommon for us to use working groups or put together, you know,
groups of folks who met regularly that covered a lot of different business areas, just to make sure
that everybody understood and was onboard with how we were going to implement a new rule or
regulation.

(Hearing- Day 7, 1707:11-1708:16, Nov. 4, 2014)

Q I think that's what I wrote down. What is a working group? Can you explain that for us?
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A So it was not uncommon at Penson for us to put together working groups of people from all
various business units, including legal, including technology, including the business unit and
compliance, to really focus on a particular issue. So if there was a new rule that might come out
and we knew that we had a six-month implementation date we, would get a group of both
dedicated business owners, oftentimes we would have a legal representative, there would be
someone from compliance, there would be folks from technology, to really work through what
updates the procedures needed to be made, what development or IT resources would be needed,
what reports might need to be created, whether there was staffing that needed to be addressed, if
there were forms or notifications to any of our documents that needed to be made. All of those
things were things that we worked through in these working group.

(Hearing- Day 7, 1714:20-1715:14, Nov. 4, 2014)

130. In contrast, Delaney does not recall any meetings about the implementation of Rule
204.

a. Response: Dispute — mischaracterizes testimony.

b. Counterstatement: Delaney testified that when 204T was implemented, he had
meetings about the rule, but he does not remember specific meetings.

c. Support:

e Delaney Testimony

Q When 204T was implemented, do you remember if I had any meetings with people up
the chain from you at the time that Rule 204T was implemented?

Yes.

Yes, you did have meetings?

I believe we had meetings, yes.

Do you recall any of those meetings?

Not a -- not meetings in specific, but I know, again, there was lots of -- there was
communications going around. We were -- there was coordinating those communications
and things of that nature.

Q Okay.

A Not -- and then again, notwithstanding the -- the earlier meeting that I had mentioned where
-- around 204T where Mike Johnson and I -- not really -- I wouldn't classify as a meeting; much
more as a hallway conversation about his -- his concern about the resistance to counter-parties.
THE COURT REPORTER: I'm sorry. About the what?

A Resistance from counter-parties.

BY MR. WASHBURN:

Q Butdid you have more formal meetings than just that kind of hall walk-by that you
described with Mr. Johnson?

A With Mr. Johnson, no.

Q Okay. With anyone?

A I may have. I don't -- I'm not specifically remembering.

-0 O B
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(Hearing- Day 5, 1238:15-1239:18, Oct. 31, 2014)

131. No technology was designed or modified to enable Stock Loan to comply with Rule
204T/204.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Stock Loan’s Sendero system was reliable and accurate. It was
modified in 2011 to resolve the conflict between the MSLA and Rule 204
compliance. Specifically, the Stock Loan department engaged in remediation
efforts, including reworking the automated queries and reports in order to comply
with Rule 204 close-out procedures.

c. Support:

e De La Sierra Testimony

Q: All right. We’ve talked for a minute -- for a while now about Sendero. What was your sense
of Sendero’s accuracy, reliability?
A: I felt it was very reliable.

(Hearing-Day]1, 234:22-25, Oct. 27, 2014)

o Wetzig Testimony

Q: And in your experience, was it -- did it seem to be an accurate system at telling you whose
responsibility, whether it was a short or a long?
A: Yes. Sendero was a very accurate system.

(Hearing-Day 2, 365:14-17, Oct. 28, 2014)

Q: Do you have a sense of -- can you put that in a range of accuracy, how accurate it seemed to
be?
A: I'would say 95 percent.

(Hearing-Day 2, 374:18-20, Oct. 28, 2014) (discussing Sendero)

Q: Did there ever come a point in time where Sendero was reprogrammed to change when that
recall was happening?

A: Yes.

Q: And -- and when -- to the best of your memory, about when did that occur?

A: 1 would say, maybe, 2010.
Q: Do you recall how the reprogramming worked? I mean, what happened? What -- what did

you do to reprogram Sendero?
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A: So our programmer, Matt Battaini, programmed Sendero so that we could see what we
needed to recall on T+2 instead of T+3.

(Hearing-Day 2, 372:25-373:12, Oct. 28, 2014)

e Ex. 70

Securities Lending Department

¢ Daily reconciliation of alf securities borrowed or amanged to borrow to dose-out “fail to deliver”
positions. Documentation completed daily and signed off by the department’s Principal. Any
security that falls to meet the “close-out” requiremant should be reported to the Buy-In
Department for inclusion of next day “"buy-ins” and subject %o the "Penalty Box” borrowing
requirements of Rule 204.

o Al securibies that failed to meet the "close-out” requirement, as reported to you by the Buy-In
Department, subject to the "Penalty Box” borrowing requiremants of Rule 204,

o A complete review and re-work of the T+4 query/report for the possibility that short positions in
other account types (i.e. inventory accounts) are being missed until automation of the T+4 report
by the Buy-In Department is completed.

o Al required "buy-ins” on T+4 and T+6 repori execuded by PFSI only

o Please work with the Buy-In Department to facilitate any necessary recommendation(s).

The T-+6 report will be reviewed and reworked as necessary for compliance with Rule 204 to ensure that
all account(s) that may have been missed in the past are included in the report going forward. Executions
are now being done at or before the market open.

132. The Compliance department never gave effective guidance to Stock Loan on how to
comply with Rule 204.

a. Response: Dispute — accuracy of statement; contrary evidence.

b. Counterstatement: The Compliance department gave sufficient guidance to Stock
Loan on how to comply with Rule 204.

c. Support:
e See exhibits cited for support in Response to Division’s FOF 62.

e Delaney Testimony

Q: You have Exhibit 378 in your binder. Do you see that document?

A: I do.

Q: And what is that?

A: That’s an e-mail from Mark Fitterman, an attorney for Morgan Lewis, sent to me on
Thursday, February 10th, 2011; subject, attorney-client privileged communication, Reg SHO.
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Q: If you could go back to the first e-mail in this chain. Who is that e-mail from and who is it
to?

A: The first e-mail is to Andy Koslow, with a copy to Holly Hasty, from me.

Q: And if you were to look at -- so I think two of the last three paragraphs there, the
second-to-last and third-to-last paragraphs, does that -- does that describe this dispute that
you had with Mr. Johnson?

A: The last three? It that what you said?

Q: Yeah, on Page 3 of this document. Does that describe the dispute?

A: Yes. I think that describes the dispute, yes.

Q: And accurately, as far as you’re concerned?

A: Yes.

Q: Allright. And you sent that to Mr. Koslow, the general counsel?

A:1did.

Q: And then did you send it on after that to the attorneys at Morgan Lewis?

A: 1did.

(Hearing — Day 5, 1310:4-1311:6, Oct. 31, 2014)

e Alaniz Testimony

Q... Allright. Now, you went over this quickly with Ms. Atkinson, but when you first met
with Stock Loan, who was there?

A Rudy De La Sierra and Brian Hall.

Q Okay. And in the first meeting with them, did you discuss the rule?

A Idiscussed my interpretation of the rule.

Q And what did you tell them that you — you understood the rule to require?

A I understood the rule to require if there were any fails of T+4 or T+6, that the position
in question must be bought in at -- prior or at market open.

Q Okay. I don'twant to belabor it too much, but fails would be a situation where there was -- a
security was supposed to be delivered to CNS --

A Correct.
Q -- and for whatever reason, it wasn't?
A Correct.

Q And had to be bought in? Or was buying in the only way to cure a fail, to the best of your
recollection?

A Buy in borrow the shares.

Q Okay. And you told them that needed to be done at or prior to market open on T+6 or T+4;
is that correct?

A Correct.

Q And T+4 deals with short sales?

A Correct.

Q T+6 the long sales?

A Correct.

Q Okay. Did they -- and I guess you can talk about them individually or as a group. Did either

of them mention to you a different interpretation?
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A No, they did not. Brian Hall was silent. Rudy De La Sierra indicated that that was not his
interpretation of the rule.

Q Okay. What did he tell you his interpretation was?

A Hedid not. He just stated that my interpretation was not the correct interpretation. So at
that point, so there wouldn't be any, I guess, head butting or trying to, I guess, to avoid any type
of confusion, I let them take the rule with them. I told them to read it, sleep on it, and the next
day we would reconvene and we would decided what -- what they thought the understanding of
the rule was.

Q Okay. So did that happen?

A Yes.

Q That next day meeting, what happened?

A The next morning, I was called up. I can't remember who called me up. I met with Brian
Hall, Rudy De La Sierra, and they brought in Matt Butane and I went over with Doug Gorenflo.
And as soon as we arrived, I asked them if they had time to read the rule. And they said yes,
and they did confirm that my interpretation of the rule was correct.

Q Okay. Atany point during that meeting, did they tell you that they -- that their operations
were inconsistent with your interpretation of the rule?

A No.

(Hearing — Day 3, 750:5-752:14, Oct, 29, 2014)

e Stip. FOF 70 (“Members of Penson’s Stock Loan Department at all times knew
that Rule 204T or 204 required them to close out all long sale transactions by
market open at or before market open on T+67).

133. In approximately August 2009, Delaney sent an e-mail out regarding Rule 204.
a. Response: No dispute.

134. The e-mail (Exhibit 125) simply referenced that close-outs needed to occur on T+6;
it did not specify at what point during the day the close-out must occur.

a. Response: Dispute — Division’s statement mischaracterizes the exhibit and fails to
provide important context about the exhibit.

b. Counterstatement: Exhibit 125 was copied almost word-for-word from a bulletin
issued by Penson’s counsel. The bulletin from counsel referenced that closeouts
needed to occur on T+6; it did not specify at what point during the day the close-
out must occur. Both the Stock Loan and Buy-Ins Departments knew the Rule
204 close-out requirements.

c. Support:

e Delaney Testimony

| Q Have you had a chance to compare the language in Exhibit 425A with the language in Exhibit
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AT have.

Q Are they at all similar?

A They're nearly identical.

Q Okay. What does that mean to you?

A That this was the -- this was the source information for which I took and made the larger

13 distribution in my communication.

Q When you say, "they're largely identical," you mean, like, word-for-word you copied large
portions of Exhibit 425A?

A1 did.

(Hearing- Day 5, 1256:5-17, Oct. 31, 2014)

e Ex. 425A
The final rule includes some modifications from the interim rule:

¢ Early Close Outs Using Pre-Fail Credits. Rule 204 confinues to permiit early close outs through the use
of so called “Pre-Fail Credits.” However, Rule 204 now provides that a broker-dealer may use either
purchases or borrows to obtain the Pre-Fail Credits, rather than being limited to purchases. In addition,
Rule 204 provides that a broker-dealer is only required to obtain Pre-Fail Credits to cover its open fail
position, rather than having to cover the entire amount of its open shott position.

s+ Using Borrowed Shares to Close Out Fail Positions. As noted above, Rule 204 continues to allow
broker-dealers until T+6 to close out a fail position without becoming subject to the borrowing penalty if the
fail position results from long sales or from bona fide market making activity. However, broker-dealers now
may either borrow or purchase secufities to close out those fail positions, rather than being limited to
purchases.

¢ Allowing Extended Close Out Period for All “Deemed to Own” Securities. Rule 204 incorporates the
provision of Rule 204T stating that fail positions resulting from sales of securities pursuant to Rule 144
under the Securities Act of 1933 must be closed out by no later than the beginning of regular trading hours
on the 35th consecutive calendar day following Setiiement Date. However, Rule 204 extends the
application of that time frame beyond Rule 144 securities to all securities that a person is “deemed to own”

pursuant to Rule 200 of Regulation SHO and that such person intends to deliver as soon as all restrictions
on delivery have been removed.

« Explicit Prohibition on Sham Close Outs. Rule 204 now includes specific language to provide that a
broker-dealer will not be deemed to have fuifilled the requirements of Rule 204 where the broker-dealer
enters into an arrangement with another person to purchase or borrow securifies as required by Rule 204,
and the broker-dealer knows or has reason to know #hat the other person will not deliver securifies to settie
the purchase or borrow.

e Ex. 125

108




{1 Early Close Outs Using Pre-Fail Credits. Rule 204 continues to permit early close outs through the use of so
called “Pre-Fail Credits.” However, Rule 204 now provides that a broker-dealer may use either purchases or
borrows to obtain the Pre-Fail Credits, rather than being limited to purchases. In addition, Rule 204 provides
that a broker-dealer is only required to obtain Pre-Fail Credits to cover its open fail position, rather than
having to cover the entire amount of its open short position;

{2} Using Borrowed Shares to Close Out Fail Positions. As noted above, Rule 204 continues to allow broker-
dealers until T+6 to close out a fail position without becoming subject to the borrowing penalty if the fail
position results from long sales or from bona fide market making activity. However, broker-dealers now may
either borrow or purchase securities to close out those fail positions, rather than being limited to purchases;

{3} Allowing Extended Close Out Period for All “Deemed to Own” Securities. Rule 204 incorporates the
provision of Rule 204T stating that fail positionsresulting from sales of securities pursuant to Ruie 144 under
the Securities Act of 1933 must be closed out by no later than the beginning of regular trading hours on the
35th consecutive calendar day following Settlement Date. However, Rule 204 extends the application of that
time frame beyond Rule 144 securities to all securities that a person is “deemed to own” pursuant to Rule
200 of Regulation SHO and that such person intends to deliver as soon as all restrictions on delivery have
been removed; and

74} Explicit Prohibition on Sham Close Outs. Rule 204 now includes specific language to provide thata broker-
dealer will not be deemed to have fulfilled the requirements of Rule 204 where the broker-dealer enters
into an arrangement with another person to purchase or borrow securities as required by Rule 204, and the
broker-dealer knows or has reason to know that the other person will not deliver securities to settle the
purchase or borrow.

e Gover Testimony

Q Who at PFSI knew about Rule 204(a) and the obligations to -- to close out that we just
discussed? And I'll just throw it out. Did buy -- did the buy-ins department know that?

A Yes.

Q Did the Stock Loan department know that?

A Yes.

(Hearing — Day 1, 101:17-23, Oct. 27, 2014)

e De La Sierra Testimony

Q Mr. De La Sierra, were you aware of when the rule required close-outs of long sales?
A When 204T went into place?

Q Yes, sir.

A Yes.

Q What time did the rule require close-outs?

A Market open of T6.

(Hearing — Day 1, 202:6-14, Oct. 27, 2014)
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e Johnson Testimony

Q And -- and your reading of the rule was that it required close-out by market open on T+6?
A My reading of the rule as it pertained to long sales and CNS, yes.

(Hearing — Day 2, 536:3-6, Oct. 28, 2014)

135. The e-mail (Exhibit 125) did not discuss the conflict between the securities lending
cycle and the rule. Nor did it provide any guidance on how Stock Loan should comply with the
Rule’s requirement to close-out at market-open T+6 in the face of counterparty refusal to be
bought in at market-open T+6.

a. Response: Dispute — Division’s statement mischaracterizes the exhibit and fails to
provide important context about the exhibit; Division’s statement consists of
impermissible argument in violation of the Post-Hearing Order.

b. Counterstatement: Exhibit 125 was copied almost word-for-word from a bulletin
issued by Penson’s counsel. The bulletin from counsel referenced that closeouts
needed to occur on T+6; it did not specify at what point during the day the close-
out must occur. Both the Stock Loan and Buy-Ins Departments knew the Rule
204 close-out requirements.

c. Support: See support cited in response to Division’s FOF 134 above.

136. Atthe time of the August 2009 e-mail, Delaney was aware that Stock Loan was not
buying in to close-out fails to deliver until the afternoon of T+6.

a. Response: Dispute — contradictory testimony exists.
b. Counterstatement: At the time of the August 2009 e-mail, Delaney was not

aware that Stock Loan was not buying in to close-out fails to deliver until the
afternoon of T+6.

c. Support

e Delaney Testimony

Q... Prior to you seeing that FINRA exam response that we showed in Exhibit 89 a moment
ago, had you ever had a conversation with anyone at Penson that left you with the understanding
that Stock Loan wasn't closing out long sales of securities they had out on loan?

A No.

Did any conversation you ever had with Mr. De La Sierra leave you with the impression that
Stock Loan wasn't complying with Rule 204?
A No

(Hearing — Day 5, 1307:9-14; 1307:24-1308:2, Oct. 31, 2014)
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137. Delaney claimed that he paid close attention to Stock Loan’s compliance with Rule
204. He claimed that “We tested. We tested and tested and tested and tested.”

a. Response: Dispute — mischaracterizes testimony. The Division’s statement also
constitutes impermissible argument. See Post-Hearing Order § 5(c).

b. Counterstatement: In his investigative testimony, Delaney stated that the
compliance department paid close attention to Stock Loan’s compliance with
Rule 204. He stated that “We tested. We tested and tested and tested and
tested.”

o Exhibit 224 (Delaney Investigative Testimony) at p. 446, 14 — 19

14 A  Well, we paid close attention, right? We tested.
15 We tested and tested and tested and tested. So it wasn't a
le  -- by nomeans blind-to-ignorance to the operations of

17  what's occurring there. We had specific testing that was
18 Dbeing put in place to check for it at T+6 and in the event
1% we were complying with T+6.

138. Delaney admitted that, in fact, the December 2009 testing was the only test testing
Stock Loan, that the December 2009 testing did not test Stock Loan’s compliance with the close-
out requirements of Rule 204, and that the follow-up testing in June 2010 did not test Stock Loan
at all.

a. Response: Dispute — misleading and mischaracterizes testimony. The Division’s
statement also constitutes impermissible argument. See Post-Hearing Order § 5(c).

b. Counterstatement: Delaney stated that he did not remember whether the
December 2009 testing was the only test testing Stock Loan, that the December
2009 testing did not test Stock Loan’s compliance with the close-out requirements
of Rule 204, and that the follow-up testing in June 2010 did not test Stock Loan at
all. Neither Delaney nor anyone else in the Compliance Department had any
reason to believe Stock Loan was not complying with Rule 204.

c. Support:

e Alaniz Testimony

Q What about, did your test focus primarily on buy-ins -- on the buy-ins function?

A I didn't make -- yes, it did, but at the time, I didn't make any distinction between what I was
going to focus on. It was just buy-in. The focus was to ensure that the rule was being adhered to.
Q Okay. And you constructed the test as best you could to -- to attempt to test that,
correct?
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A Yes.

(Hearing — Day 3, 745:15-23, Oct. 29, 2014)

e Delaney Testimony

Q... Mr. Alaniz’s audit tested the buy-ins department. . . . do you believe that an audit of a
department that did not test whether there were failures to close out on long sales of loaned
securities could ever be a red flag about failures to close out long sales of loaned securities in the
Stock Loan Department?

A No.

Q...youdid not see a nexus - -

A No

(Hearing — Day 5, 1348:19-23, Oct. 31, 2014).

e Delaney Testimony

Q Infact, Mr. Delaney, the test in December of 2009 is the only test that tested Stock Loan's
compliance with Rule 204; isn't that right?

A Idon't know that.

Q Do you know of any other testing as you sit here today that tested Stock Loan's compliance
with Rule 204?

A That was a long time ago. There may have been a lot of testing in the quality control
that was going on.

Q Asyou sit here today, do you know of any other testing that showed that stock -- Stock
Loan's compliance with Rule 204? It's just yes or no. Yes, you do know, or no, you don't know.
A AsI--right now in my present recollection, I don't know.

Q Okay. Ithink you testified yesterday that you, over the course of preparing for this case,
have looked at thousands of documents. Is that what you said?

A I don't know if I said thousands, but it may have been hundreds.

Q Lots and lots of documents?

A Lots of documents.

Q Did you see anything in those documents that showed any other testing of Stock Loan's Rule
204 compliance?

A 1 may have.

Q Do you remember seeing any documents that showed that?

A AsIsit here today, I don't have a recollection of any other testing.

Q Okay. Do you think if there was other testing, your counsel would have brought that to your
attention?

A I don't know what my counsel would do.

Q Okay. And, in fact, as we've looked at rule -- at Exhibit 70 -- and you can look back at it, of
course -- that didn't test Stock Loan's close-out compliance with Rule 204; isn't that right?

A Itdid not. To be more precise, it didn't test that process within Stock Loan that closes out.
Whether it tested close-outs that came from -- that Stock Loan was involved in, I'm not sure. But
I don't think this -- this particular matter at issue, of the process of the actual close-out that was
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happening in Stock Loan, was tested in this particular test.
(Hearing- Day 3, 637:3-638:22, Oct. 29, 2014)

The follow-up test that you were just looking at, at Exhibit 85.

It appears to have tested the buy-in department, yes.

Okay. It didn't test the Stock Loan department?

Now, I'm sorry. We're back to 85?

The follow-up testing, yes.

The test is to Summer, Jerry and Brian, which are just in the buy-in department.

o0 O

(Hearing- Day 3, 636:2-636:11, Oct. 29, 2014)

e Gover Testimony

Q... you don't remember it, as you're sitting here, if you were asked about that back at the time
the 3012 report came out, I take it you would have mentioned the Stock Loan issue if you knew
about it, right?

A If I were aware of the Stock Loan issue, yeah.

Q You for certain would have brought that up?

A If I were aware and had a belief that Stock Loan was not doing what they should have
been doing, yes, I would have brought it up.

(Hearing — Day 1, 155:18-156:1, Oct. 27, 2014)

e Yancey Prop. FOF 15 (“Penson’s Stock Loan Department and the Buy-Ins
Department were separate departments, and a problem in one department did
not suggest that there was an issue in the other department”) (and evidence cited
therein)

139. At the time of the December 2009 audit of Rule 204 compliance issues, Delaney
was aware that Stock Loan was not buying in to close-out fails to deliver until the afternoon of
T+6.

a. Response: Dispute — contrary evidence.

b. Counterstatement: At the time of the December 2009 audit of Rule 204
compliance issues, Delaney was not aware that Stock Loan was not buying in to
close-out fails to deliver until the afternoon of T+6.

c. Support:

e Delaney Testimony

Q Prior to you seeing that FINRA exam response that we showed in Exhibit 89 a moment
ago, had you ever had a conversation with anyone at Penson that left you with the
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understanding that Stock Loan wasn't closing out long sales of securities they had out on

loan?
A No.

Did any conversation you ever had with Mr. De La Sierra leave you with the impression that
Stock Loan wasn't complying with Rule 204?
A No

(Hearing — Day 5, 1307:9-14, 1307:24-1308:2, Oct. 31, 2014)

140. Follow-up Rule 204 testing performed in June 2010 tested only Rule 204
compliance with close-outs of short sales, not long sales.

a. Response: No dispute

141. The follow-up testing should have tested a larger sample and tested the long sales
which had the most problematic results.

a. Response: Dispute — mischaracterizes the testimony. The statement requires
context in order to reflect the true nature of the testimony.

b. Counterstatement: Poppalardo testified that Penson had a very robust testing
process. She also testified that, hypothetically, if a small sample showed a huge
failure rate, she would have tested a larger sample and the part that was most
problematic.

c. Support:

e Poppalardo Testimony

Q Again, in terms of your experience in the industry, did you have a chance to look at Penson
Financial's system for enforcing its policies and procedures?

A Idid.

Q And what was your opinion?

A TIthought they had a very good -- a very robust Series 12 testing process. It was better than
a lot that we've seen.

(Hearing-Day 8, 1995:2-10, Nov. 5, 2014)

Q Okay. You did testing and a small sample showed a huge failure rate. Would you test a

larger sample?
A Absolutely.
Q Okay. And you would make sure that you tested the part that was most problematic,

wouldn't you?
A Yes.

(Hearing- Day 8, 2035:14-21, Nov. 5, 2014)
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142. Delaney’s was responsible to make sure that PFSI had policies and procedures
designed to prevent or detect violations of rules.

a. Response: No dispute, except to correct typographical error.

b. Counterstatement: Delaney was responsible to make sure that PFSI had policies
and procedures designed to prevent or detect violations of rules.

143. It was important for Delaney to be honest and forthcoming with Yancey.
a. Response: Dispute — accuracy of statement; overly broad.

b. Counterstatement: Yancey agreed that he considered it important for Delaney to
be honest and forthcoming with him.

c. Support:

e Yancey Testimony

Q You would rely on Mr. Delaney to help ensure the firm's compliance with rules and

regulations?

A Yes, sir.

Q Infact, you specifically relied on Mr. Delaney to help ensure compliance with Reg SHO?
A Yes, sir.

Q And as I think we can all agree, Reg SHO includes Rule 204, correct?

A Yes, sir.

Q Allright. Mr. Yancey, would you consider it important for Mr. Delaney to be honest
with you?

A Yes, sir.

Q Forthcoming with you?

A Yes, sir.

Q Not mislead you?

A Yes, sir.

(Hearing- Day 3, 879:19-880:9, Oct. 29, 2014)

144. If Delaney learned that associated personnel were not following the securities laws,
he was required to take reasonable steps to investigate and report his findings to members of
senior management where those persons reported.

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 13 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 13 as set forth below.

c. Support:
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o Stip. FOF 13

FOF 13. As Penson’s CCO, if Delaney learned that associated personnel were not
following the securities laws, he was required to take reasonable steps to
investigate and report his findings to members of senior management where those
persons reported.

(See Order on Stipulations)

145. Delaney had a duty to inform Yancey if Delaney knew that PFSI was following
industry practice rather than Rule 204.

a. Response: Dispute — accuracy of statement. The Division’s statement
mischaracterizes Yancey’s testimony and also calls for a legal conclusion.

b. Counterstatement: Yancey testified that he expected Delaney to inform him if
Delaney knew that PFSI was following industry practice that was contrary to
Rule 204.

c. Support:

e Yancey Testimony

Q And whether PFSI was choosing to follow industry practice instead of the law would have
been important to you as a CEO, wouldn't it?

A Yes, sir.

Q If you had known that Penson was following industry practice instead of the law, you would
have taken that seriously, correct?

Yes, sir.

You would have wanted to follow up on it?

Yes, sir.

It's something you would try to put a stop to; is that fair?

Certainly try to provide clarity and resources to make sure it was done properly.

And to make sure that Penson was following the law rather than industry practice, correct?
Yes. That's fair.

Now, Mr. Yancey, if Tom Delaney knew that Penson was following a perceived industry
practice that was contrary to the requirements of Rule 204, that's something you would
have expected him to tell you; is that right?

A Yes, sir.

CPOoPLOo >0 »

(Hearing- Day 4, 940:20-941:17, Oct. 30, 2014)

146. Delaney never informed Yancey that PFSI was following a perceived industry
practice rather than Rule 204.

a. Response: No dispute.
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147. Delaney claimed that after the December 2009 Rule 204 testing, he “required that
representatives from each of the business units involved with closing out short sales were
present to discuss the results and create accountability.”

a. Response: Dispute — contrary evidence exists. The cited support is unreliable and
reflects statements made in Delaney’s Wells Submission, not Delaney’s personal
admissions. See Jan. 15, 2015 Order (noting that the Court is disinclined to rely
upon the Wells submission of Thomas R. Delaney II because the Court has
determined that the representations made therein are insufficiently reliable).

b. Counterstatement: Yancey was told that Stock Loan and Mike Johnson’s
presence was not necessary to discuss the December 2009 Rule 204 testing
because the Rule 204 issues were a Buy-Ins department issue and all indications
from the Security Lending department and the Buy-Ins department was that they
were cooperating in remediating those issues.

c. Support:

e Delaney Testimony

Q And in the January testing -- or in the January meeting, excuse me, you told Mr. Yancey
that Stock Loan didn't need to come; is that right?

A I think it was actually Eric Alaniz that said that. I don't -- I think -- we had -- in that meeting —
in that meeting with Mr. Yancey, normally what I would do is bring the subject matter experts in
there so that as Mr. Yancey had specific questions about those issues, that he would have the
subject matter there. I was the overall administrator of the -- of the process, but often I wouldn't
be the best person to be able to deal with the details that Mr. Yancey may have, during his
inquiry of that process, during those meetings. So I would often bring -- I might bring my AML
folks. I might bring -- in this case, Mr. Alaniz was there, who conducted, specifically, the testing
related to this particular issue. And when Mr. Yancey -- when we reported out the issuing
and Mr. Yancey's first reaction was, do I need to get Mike Johnson down here, I believe it
was Eric that said, this is a buy-ins issue, and we have this -- we have -- and we're -- and
we're dealing with the buy-ins department on it. If we need to get those folks in, we can get
them in later.

(Hearing, Day 2, 611:15-613:19, Oct. 28, 2014)

Q Okay. You said, There were specific meetings right following the testing. When we do
quarterly, we would do the CEO certifications. And Mr. Alaniz and myself were in a -- were in
the office with Mr. Yancey briefing him on the specific findings. He, at that point, had made
mention of the fact that well, this was something we needed to get Mike Johnson in the office for
when he saw those particular findings. We, at that point in time, had explained that we
didn't think at this point that there was a Stock Loan issue, that this was really appearing
to be a buy-in issue.

Did you give that testimony?

A I believe Idid.

(Hearing- Day 2, 614:7-614:23, Oct. 28, 2014)
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e Alaniz Testimony

Q Okay. And then with Rule 204, I presume we have an idea. That was that testing we were just
looking at there, right?

A Correct.

Q Did you describe kind of the test that you -- that you had done at that point?

A Yes.

Q And what was the response?

A Mr. Yancey's response was that we should bring in Michael Johnson to the conversation.
Q And was there any response to that?

A I had a response.

Q What did you say?

A1 had told him that I didn't believe that was necessary. All indications from the security
lending department and the buy-ins department was that they were cooperative in
remediating those issues.

(Hearing — Day 3, 762:16-763:7, Oct. 29, 2014)

148. In fact, Delaney admitted that he told Yancey that Stock Loan did not need to attend
the first meeting discussing the December 2009 Rule 204 testing.

a. Response: Dispute — contrary evidence. The cited support is unreliable and
reflects statements made in Delaney’s Wells Submission, not Delaney’s personal
admissions. See Jan. 15, 2015 Order (noting that the Court is disinclined to rely
upon the Wells submission of Thomas R. Delaney II because the Court has
determined that the representations made therein are insufficiently reliable).

b. Counterstatement: Yancey was told that Stock Loan and Mike Johnson’s
presence was not necessary to discuss the December 2009 Rule 204 testing
because the Rule 204 issues were a Buy-Ins department issue and all indications
from the Security Lending department and the Buy-Ins department was that they
were cooperating in remediating those issues.

c. Support: Seesupport cited in response to Division’s Proposed FOF 147 above.

149. Delaney met with Yancey again on August 2, 2010 to discuss testing of PFSI’s
compliance with Rule 204.

a. Response: Dispute — Division’s statement is overbroad.

b. Counterstatement: Delaney and Alaniz met with Yancey on August 2, 2010 to
discuss PFSI’s 3012 testing. Among other topics, Delaney and Alaniz
discussed PFSI’s “completed follow-up exam of Reg SHO Rule 204.”

c. Support:
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e Exhibit 92; 169

R
From: eric Alaniz JJJJJPENSON.COM>
Sent: Monday, August 02, 2010 3:22 PM
To: 8ill Yancey
Cc Tom Delaney; Erin Jones
Subject: 2010-2011 Quarterly Annual Certification Meeting
Importance: High

Hi Bill,
Re: 2010-2011 Quarterly Annual Certification Meeting

1'd like to thank you today for the time you spent with Tom and me discussing our Compliance departments quarterly
progress on the 3012 testing. Justas a quick recap of our meeting | have highlighted a few areas of discussion.

The Compliance department has completed a follow-up exam of Reg SHO Rule 204, the New Accounts department and
out monthly Margin testing. As we discussed, | will forward to you two requirement reports one form PFSI and one from
Ridge, test third party wires and follow up on the remediation of a few of the items discussed {i.e. cash straddles).

As always, we appreciate your feedback and guidance on past and future testing. if you should have any questions or
concerns please do not hesitate to call me or tom.

e Stip. FOF 40 (Delaney’s did not discuss Rule 204 violations related to long
sales of loaned securities at his August 2, 2010 meeting with Yancey); 78
(December 2009 audit results related only to Buy-Ins); 43 (Yancey was not
aware that Penson’s Stock Loan Department was violating Rule 204)

150. It was important for Delaney to be honest and forthcoming with regulators.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Yancey agreed that it was important for Delaney to be honest
and forthcoming with regulators.

c. Support:

e Yancey Testimony

Q Would you also agree that, in your view, it's important for Mr. Delaney to be honest
with regulators?

A Yes, sir.

Q To be forthcoming with regulators?
A Yes, sir.

Q To not mislead regulators?

A Yes, sir.

(Hearing- Day 3, 880:10-880:16, Oct. 29, 2014)
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151. On March 31, 2010, Yancey signed an “Annual Certification of Compliance and
Supervisory Processes™ for PFSI.

a. Response: No dispute.

152. The Certification signed by Y ancey attached a “NASD Rule 3012 Summary
Report” (“Annual Report™).

a. Response: No dispute.

153. The Annual Report, per Penson’s WSPs, was to discuss Penson’s “key compliance
problems” for the period April 1, 2009 through March 31, 2010.

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 21 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 21 as set forth below.

c. Support:
e Stip. FOF 21.

FOF 21. On March 31, 2010, Delaney met with Yancey to discuss Yancey’s annual
certification of Penson’s compliance testing procedures. As part of that
certification, Penson’s Compliance Department prepared and presented an
Annual Report that, per Penson’s WSPs, was to discuss Penson’s “key
compliance problems” for the period April 1, 2009 through March 31, 2010.
At the March 31, 2010 meeting, an item of discussion was the results of the
December 2009 audit showing the Rule 204(a) violations resulting from Buy-Ins’
procedures -- a compliance failure that Delaney later characterized as “massive,”
“profound,” and “anomalous.”

(See Order on Stipulations)

154. The Annual Report was also supposed to summarize the testing that had been
conducted and the gaps found by that testing that had been presented to the CEO.

a. Response: Dispute — accuracy of statement; contrary evidence.

b. Counterstatement: The PFSI NASD Rule 3012 Summary Report states “[t]his
report was prepared in accordance with NASD Rule 3012 to summarize the
extensive testing of the Penson Financial Services, Inc. (“PFSI””) Written
Supervisory Procedures for the time period of April 1, 2009 through March 31,
2010.” FINRA has provided guidance about the Rule 3012 Summary Report on
its web site, which states that the Rule 3012 report “provides a summary of the
test results and gaps found.”
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c. Support:
e Exhibit 135 at PFSI1384375.000002

NASD Rule 3012 Summary Report
March 31, 2010

Background

This report was prepared in accordance with NASD Rule 3012 to summarize the
extensive testing of the Penson Financial Services, Inc. (“PFSI”) Written Supervisory
Procedures for the time period of April 1, 2009 through March 31, 2010. A.iisls

LAk xeey

e Exhibit172 atp. 1

T
FInra” |
Division’s Exhibit

indusiry Professionals > Industry Issues > Supervisory Control 172

Frequently Asked Questions ; = ;
A.P. No. 3-15873

Rule 3012 Report

Q: Do the designated principals have any reporting requirements once they have
completed testing and verifying the member's supervisory procedures?

A. Yes. Rule 3012 requires the designated principals to submit, no less frequently than
annually, a report to the member’s senior management that details the firm's system of
supervisory contrals, the summary of the test results and any additional or amended
supervisory procedures that have been created in response to those results.
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In contrast, the Rule 3012 report is not a work plan (except to the extent it identifies
amendments that need to be made), but, rather it is the work product of the resuit of the
testing and verification of the sufficiency of the firm's scheme of supervisory poticies and
procedures. The Rule 3012 report:

1.

2.

3.

details the manner, method and review for testing and verifying that a firm's system
of supervisory polices and procedures are designed to achieve compliance with
applicable rules and laws;

provides a summary of the test resuits and the gaps found; and

identifies the changes a firm made or will need to make to its supervisory
procedures.

' %fﬁgxﬁmwm
L DB

155. Delaney was responsible for the Annual Report.

a.

Response: Dispute. The Division’s statement is redundant of Stip. FOF 45
previously stipulated to by all parties. There is no basis for a separate finding of
fact.

Counterstatement: Stip. FOF 45 as set forth below.

1. In the alternative, Yancey disputes the statement for accuracy. The
Division’s statement should be amended as follows:

Delaney, with assistance from others, was responsible for the contents of
the 3012 Summary Report, appended to the Annual CEO Certification.

Support:
e Stip. FOF 45

FOF 45.

Penson’s WSPs, effective as of March 31, 2010, contained a section titled
“Annual CEO Certification (RULE 3130): CEO and CCO Mandated Meeting.”
Those procedures identified Yancey, as CEO/President, and Delaney, as CCO, to
be the relevant Designated Supervisory Principals. The procedures required as
follows: “The CCO will prepare and provide the CEO (or equivalent officer)
with an Annual Report that includes a review of [Penson]’s Supervisory
System and Procedures and key compliance issues. The CCO will meet with
the CEO to discuss and review the report and will meet at other times, as needed,
to discuss other compliance matters.” The procedures further required Yancey to
certify, among other things, that “[c]Jompliance processes are evidenced in a
written report reviewed by the CEO, CCO, and other appropriate officers and
submitted to the Board of Directors and Audit Committee, if any.”
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(See Order on Stipulations)

e Exhibit 135 at p. PFSI1384375.000002

TECTIVOU T U Ry VETTUUS USRS SS Ty Wity e mios

This report was prepared to accompany the 2010 Annual Ceriification of Compliance
and Supervisory Processes as required by FINRA Rule 3130. Tom Delaney, the CCO of
PFSlI is the individual responsible for ensuring that the report meets the requirements of
the rules. Tom Delaney is furthermore the individual who has been designated as having
the responsibility to review and monitor the compliance with NASD Rule 3012 and
FINRA Rule 3130 to ensure that the requirements under these rules are met.
Furthermore, Tom Delaney has adequate knowledge of the following:

e Delaney Testimony

Q Okay. And at Penson, you were responsible for contents of the 3012 report; isn't that
right?
A 1 was.

(Hearing- Day 3, 673:18-673:20, Oct. 29, 2014)

e Yancey Testimony

Who prepares it?

The Chief Compliance Officer.

At this time, who was the Chief Compliance Officer?

Tom Delaney.

And who decides what to include on this Summary Report?

Tom Delaney.

Is it his judgment alone about what to include?

I believe that Tom takes input from the staff, from the department heads, so
ultimately, it is his decision, but I think he take inputs.

OO PO >0

(Hearing- Day 7, 1886:17-1887:4, Nov. 4, 2014)

156. The Annual Report was a key document in FINRA examinations.
a. Response: No dispute.

157. The Rule 3012 Summary Report contained a section describing “[t]he firm’s key
compliance efforts to date.”

a. Response: No dispute.

e [Ex 135 PFSI1384375.000003
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¢ The firm's compliance efforts to date

AN RR

158. The Rule 3012 Summary Report also contained a section noting “[t]he
identification of any significant compliance problems.”

a. Response: No dispute.

e Ex 135 PFSI1384375.000004

FPIUTIvRGW OGUVIty YUV Iou Wy SO e oerayiors

¢ The identification of any significant compliance problems

159. Alaniz created the template for the Annual Report, and would put in a few items for
discussion. Alaniz would then send the Annual Report to Delaney to complete. Delaney
determined what would be listed as significant compliance problems.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Alaniz created the template for the 3012 Summary Report,
and would put in a few items for discussion. Alaniz would then send the report to
Delaney to complete. Delaney made the final determination on what would be
listed as a significant compliance problem.

c. Support:

e Alaniz Testimony

Q Okay. I would like you to look, if you would, please, at Exhibit 135. And I would like you
to look at the report that is attached to it. And I just want you to tell me if you see your testing
that was -- your Rule 204 testing that you did at the end of 2009, whether you see that in the
report, the 3012 Summary Report.

A Idonot.

Q Who decided what was put into that report?

A Initially, I would create the template. I would put in a few items that we would discuss.
And from there, I would send it to Tom Delaney to complete.

Q Okay. So who was it that decided whether items would be listed as significant compliance
problems?

A T would ask Tom Delaney on that.

(Hearing- Day 3, 719:2-719:15, Oct. 29, 2014)

e Yancey Testimony
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Who prepares it?

The Chief Compliance Officer.

At this time, who was the Chief Compliance Officer?

Tom Delaney.

And who decides what to include on this Summary Report?

Tom Delaney.

Is it his judgment alone about what to include?

I believe that Tom takes input from the staff, from the department heads, so
ultimately, it is his decision, but I think he take inputs.

OO PO PO

(Hearing- Day 7, 1886:17-1887:4, Nov. 4, 2014)

160. Delaney’s March 31, 2010 Annual Report appended to Yancey’s certification did
not reference ongoing, willful Rule 204(a) violations relating to long sales of loaned securities by
Stock Loan.

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 22 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 22 as set forth below.

c. Support:

e Stip. FOF 22

FOF 22. Delaney’s March 31, 2010 Annual Report appended to Yancey’s certification did
not reference ongoing, willful Rule 204(a) violations relating to long sales of
loaned securities by Stock Loan.

(See Order on Stipulations)

161. Delaney’s March 31, 2010 Annual Report appended to Yancey’s certification did
not reference the Rule 204 testing conducted by Eric Alaniz in December 2009, the results of
which Delaney later characterized as “massive,” “profound” and “anomalous.”

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 21 and 22 previously stipulated to by all parties and there is no basis for a
separate or additional finding of fact.

b. Counterstatement: Stip. FOF 21 and 22 as set forth below.

c. Support:
e Stip. FOF 21,22
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FOF 21.

FOF 22.

On March 31, 2010, Delaney met with Yancey to discuss Yancey’s annual
certification of Penson’s compliance testing procedures. As part of that
certification, Penson’s Compliance Department prepared and presented an Annual
Report that, per Penson’s WSPs, was to discuss Penson’s “key compliance
problems” for the period April 1, 2009 through March 31, 2010. At the March 31,
2010 meeting, an item of discussion was the results of the December 2009 audit
showing the Rule 204(a) violations resulting from Buy-Ins’ procedures -- a
compliance failure that Delaney later characterized as “massive,” “profound,” and
“anomalous.”

Delaney’s March 31, 2010 Annual Report appended to Yancey’s certification did
not reference ongoing, willful Rule 204(a) violations relating to long sales of
loaned securities by Stock Loan.

(See Order on Stipulations)

Exhibit 135

162. Delaney’s March 31, 2010 Annual Report appended to Yancey’s certification did
not reference Rule 204 at all.

a.

C.

Response: Dispute — accuracy of statement; overly broad. The evidence cited by
the Division does not support statement offered.

Counterstatement: Delaney’s March 31, 2010 Annual Summary Report appended
to Yancey’s CEO certification did not explicitly reference Rule 204; the
Summary Report stated that all 3012 Audit documentation, which included
the Rule 204 audit, was available for review by the regulators.

Support:

e Alaniz Testimony

Q: I mean, did you -- did you shred them as soon as you were done?

A: No, I would put all my documentation in folders and keep them there.

Q: And why -- why is it that you'd keep them there?

A: Well, they were able to be reviewed by the regulators, FINRA specifically.
Q: Okay. So FINRA can come in and ask for it and you —

A: Exactly.

Q: Did that ever happen when you were at Penson?

A: Yes.

(Hearing-Day 3, 804:12-805:3, Oct. 29, 2014) (discussing 3012 test results)

e Ex. 135 (stating that 3012 test results were “available in the Compliance
Department”).
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163. Delaney would have expected some reference to Rule 204 to be in the Annual
Report.

a. Response: Dispute — accuracy of statement; evidence exists that contradicts
Division’s statement.

b. Counterstatement: The Rule 204 testing was not expressly mentioned in the
Summary Report because none of the 3012 tests conducted for that year were
included because both Delaney and Alaniz believed the issues with Rule 204 were
being remediated.

c. Support:

e Delaney Testimony

Q And after the audit, I think you testified earlier there was some remediation?
A There was.

Q Or maybe you didn't testify earlier. Maybe I'm misremembering.

A I think I recall I did.

Q Had the remediation begun by the date of this letter?

A It absolutely had begun.

(Hearing- Day 5, 1269:12-20, Oct. 31, 2014)

Q: And you would have expected it to be in the Summary Report; isn’t that correct?
A: No.

(Hearing — Day 3, 677:22-24, Oct. 28, 2014)

Q: And the December audit, which we’ve seen was -- you believe was the focus of prompt
remediation, was not explicitly listed as an item in that Summary Report; do you agree with that?
A: I do.

Q: Why was it not specifically identified?

A: The testing results from Eric that had come, that had been reported out, had already
been substantially starting to be remediated at that point, and it was inclusive in the
material that was there with the report.

(Hearing — Day 5, 1360:25-1361:10, Oct. 31, 2014)

Q: How many different tests do you recall having been run during that cycle, if you know?
A: I don’t know, but it was a lot.

Q: ... Were the specific results of any of those tests disclosed in this Summary Report?
A: No.

Q: Not any of the tests?

A: Not any of the tests.
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| (Hearing — Day 5, 1303:8-18, Oct. 31, 2014)

e Alaniz Testimony

Q And so while you had a test that showed a problem with that buy-ins function, I think we
saw that you had already been getting preliminary results back from, say, Summer
Poldrack saying that things were getting better; is that about right?

A Yes.

(Hearing — Day 3, 793:24-794:4, Oct. 29, 2014)

Q: And in filling out this form, do you recall if you put those 3012 test results in?

A:No. ...

Q: Okay. I suppose you could have if you thought they were -- if you considered them to be
that important, right?

A: Yes

(Hearing — Day 3, 826:13-21, Oct. 29, 2014)

Q: If you had wanted that to be included, would you have suggested that to Mr. Delaney?

A: I believe we definitely would have had a discussion about it. I don’t see why. . . it would have
been an issue with him. . . .

Q: So if you had thought it was an important issue and should have been included, you had
the ability to tell him to include it?

A: Yes.

(Hearing — Day 3, 858:7-23, Oct. 29, 2014)

Q: And you said earlier none of your 3012 testing for the year was included in that, right?
A: Correct

(Hearing — Day 3, 857:19-21, Oct. 29, 2014)

164. Other topics that were the subject of compliance testing at PFSI were discussed in
the Annual Report.

a. Response: Dispute — contrary testimony.

b. Counterstatement: Alaniz and Delaney testified that none of the 3012 tests
conducted for that year were explicitly included in the Summary Report.

c. Support:

e Alaniz Testimony
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Q: And you said earlier none of your 3012 testing for the year was included in that, right?

A: Correct
(Hearing-Day 3, 857:19-21, Oct. 29, 2014)

Q: And in filling out this form, do you recall if you put those 3012 test results in?

A: No....
Q: Okay. I suppose you could have if you thought they were -- if you considered them to be that

important, right?
A: Yes.

(Hearing-Day 3, 826:13-21, Oct. 29, 2014)

Q: If you had wanted that to be included, would you have suggested that to Mr. Delaney?

A: I believe we definitely would have had a discussion about it. I don’t see why. . . it would have
been an issue with him. . . .

Q: So if you had thought it was an important issue and should have been included, you had the

ability to tell him to include it?
A: Yes.

(Hearing-Day 3, 858:7 — 858:23, Oct. 29, 2014)

e Delaney Testimony

Q: How many different tests do you recall having been run during that cycle, if you know?
A: I don’t know, but it was a lot.

Q: ... Were the specific results of any of those tests disclosed in this Summary Report?

A: No.

Q: Not any of the tests?

A: Not any of the tests.

(Hearing-Day 5, 1303:8-18, Oct. 31, 2014)

Q: And you would have expected it to be in the Summary Report; isn’t that correct?
A: No.

(Hearing-Day 3, 677:22-24, Oct. 29, 2014)

Q: And the December audit, which we’ve seen was -- you believe was the focus of prompt
remediation, was not explicitly listed as an item in that Summary Report; do you agree with that?
A: Ido.

Q: Why was it not specifically identified?

A: The testing results from Eric that had come, that had been reported out, had already been
substantially starting to be remediated at that point, and it was inclusive in the material that was
there with the report.
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] (Hearing-Day 5, 1360:25-1361:10, Oct. 31, 2014)

165. All of the items in the Rule 3012 Summary Report’s identification of significant

compliance problems are items that were being remediated.

a. Response: Dispute — accuracy of statement; overly broad.

b. Counterstatement: Yancey testified that it appeared that all of the items listed

under the subheading “identification of any significant compliance

problems” on page S of the March 31,2010 NASD Rule 3012 Summary

Report are items that were being remediated.

c. Support:

e Ex 135atpp. 5-6

Promuea aCuvRy goveTTiew Uy eunGcar Deravion,

* The identification of any significant compliance problems

INSITE Remediation Efforts: In early 2009, PFSI began sending
automated e-mail notifications to multiple personnel on a daily
basis regarding the transmission status of the INSITE upload.
These nodficafions ensure that personnel within the firm are
notified of any problems with the transmission by 9:00 am, giving
the Firm ample time to correct any technical issues and upload the
fle once more. in addition, in the FIRM's continuing effort to
improve its processes and data integrity, a complete review of
MPID coding for all offices have been reviewed for accuracy.
Finally, the FIRM is in the process of finalizing the coding for
reports detailing all of the Information transmitted for each of the
23 data points.

Retama Development Gorporation Series B municipal bonds
Remediation Efforts: PFSI has agreed to no longer allow margin
value to its customers for the Retama bond, and issued a
maintenance call to the affected clients.
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* Renalssance Securities Ltd. A foreign broker/dealer
Remediation Efforts: PFS| will be terminating its relationship with
this non-US broker-dealer entities affiliated with Renalssance by
the end of the first quarter of 2010.

* Cycle Examination #20080116158 Remediation Efforts: PFSI
takes all Regulatory Examinations as significant and as such will
remediate as required by the Securities industry.

e Yancey Testimony

Q Iwant to look at the Summary Report itself. It's a couple of pages in. And, Mr. Yancey, |
specifically want to look at the third page of the Summary Report. It's Bates Number 004 at the
bottom. And you see a bullet point that says: The identification of any significant compliance
problems. Do you see where I am?

A Yes, Ido.

Q So we can agree that this report's identification of significant compliance problems, all of
them are things that are being remediated, things where there are remediation efforts; fair?

A Fair.

(Hearing- Day 7, 1921:15-1922:18, Nov. 4, 2014)

166. The Annual Report referenced “exception and remediation tracking.” In May,
2010, FINRA requested the remediation tracking logs related to the CEO certification. The log
provided to FINRA did not mention Rule 204T, Rule 204, or Alaniz’ testing of Rule 204

compliance.
a. Response: Dispute — accuracy of statement; incomplete statement.

b. Counterstatement: The Annual Report referenced “exception and remediation
tracking.” The Exception and Remediation Tracking Log only tracked
remediation of exceptions from the 2009 FINRA exam, not the 3012 internal
audit results. Alaniz separately made available all 3012 testing materials,
including the Rule 204 test results.

c. Support:
e Ex. 135 atp. PFSI1384375.000006
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Testing Plan

The PFSI testing plan consists of three components that were executed throughout the
certification year. Those components are:

1. Identification, scope and prioritization of issues and areas to be tested (attached)
2. Execution and documentation of testing (available in the Compliance dept.)
3. Exception and rermediation tlapking (attached)

e Delaney Testimony

Q: Could you read just that whole section for us.

A: ‘The PFSI testing plan consists of three components that were executed throughout the
certification year. Those components are: Identification, scope and prioritization of issues and
areas to be tested (attached); execution and documentation of testing (available in the
Compliance Department); exception and remediation tracking (attached).’

(Hearing-Day 5, 1303:24-1305:7, Oct. 31, 2014)

e Alaniz Testimony

Q: I mean, did you -- did you shred them as soon as you were done?

A: No, I would put all my documentation in folders and keep them there.

Q: And why -- why is it that you'd keep them there?

A: Well, they were able to be reviewed by the regulators, FINRA specifically.
Q: Okay. So FINRA can come in and ask for it and you --

A: Exactly. Q: Did that ever happen when you were at Penson? A: Yes.

(Hearing-Day 3, 804:12-805:3, Oct. 29, 2014)

e Ex. 135 (stating that 3012 test results were “available in the Compliance
Department™).

e Ex.19%4
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To: *Hill, Marvin '[Marvin.ﬁnra.org}

From: Kimberly Miller

Sent: Tue 5/11/2010 2:15:52 PM

Importance: Nonmal

Subject: FINRA Request - CEO Certification Records
Operational's Remediation Tracking Loo Updated 03-30-2010 doox
2008-2010 AML Remesdiation Tracking Log Updated 4-27-2010.doc

Attached are the logs requested below. The binders have been put in your conference rosm.

logo-for-signature-2

Penson Financial Services, Inc.

1700 Pacific: Avenue, Suzte 1463 | Dallas, TX 75201
P: 214.953.3363 | £: 214.217509C

WY PENSSN.COMM

Building tite Gest Ciearing end Execution Services Fitminthe World

From: Eric Alaniz

Sent: Tuesday, May 11, 2010 1:01 PM
To: Kimberly Miller

Subject: RE: FINRA Request

Here is the following info for bultet point one. These are updeate periodicaily.
. Per CEO certification Please provide listing of internal and external audits tracked by
the compliance department.

For bullet point 2 Il bring over in afew minutes.
Eric

From: Kimberly Miller

Sent: Tuesday, May 11, 2010 11:32 AM
To: Eric Alaniz

Cc: Tom Delaney

Subject: FINRA Request

FINRA has requested the following Items relating to the CEQ Certification...

. Per CEO certification Please provide listing of internal and external audits tracked by
the compliance department.
. Per CEO certification report, please provide the binders with noted exceptions.

167. On March 31, 2010, Delaney met with Yancey to discuss Yancey’s annual
certification of Penson’s compliance testing procedures. As part of that certification, Penson’s
Compliance department prepared and presented an Annual Report that, per Penson’s WSPs, was
to discuss Penson’s “key compliance problems” for the period April 1, 2009 through March 31,
2010. Atthe March 31, 2010 meeting, an item of discussion was the results of the December
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2009 audit showing the Rule 204(a) violation rate resulting from Buy-ins’ procedures — a
compliance failure that Delaney later characterized as “massive,” “profound” and “anomalous.’

9

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 21 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 21 as set forth below.

c. Support:
e Stip. FOF 21

FOF 21. On March 31, 2010, Delaney met with Yancey to discuss Yancey’s annual
certification of Penson’s compliance testing procedures. As part of that
certification, Penson’s Compliance Department prepared and presented an Annual
Report that, per Penson’s WSPs, was to discuss Penson’s “key compliance
problems” for the period April 1, 2009 through March 31, 2010. At the March 31,
2010 meeting, an item of discussion was the results of the December 2009 audit
showing the Rule 204(a) violations resulting from Buy-Ins’ procedures -- a
compliance failure that Delaney later characterized as “massive,” “profound,” and
“anomalous.”

(See Order on Stipulations)

168. Beginning in November 2008, OCIE conducted a review of PFSI’s Rule 204T
procedures. In October 2010, OCIE issued Penson a deficiency letter reporting that OCIE had
found Rule 204T(a) violations. The findings reported to Penson in the deficiency letter included
findings that Penson had violated Rule 204 T in connection with short sales.

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 28 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 28 as set forth below.

c. Support:
e Stip. FOF 28

FOF 28. Beginning in November 2008, OCIE conducted a review of Penson’s Rule 204T
procedures. In October 2010, OCIE issued Penson a deficiency letter reporting
that OCIE had found Rule 204T(a) violations. The findings reported to Penson in
the deficiency letter included findings that Penson had violated Rule 204T in
connection with short sales.

(See Order on Stipulations)
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169. The OCIE exam concerned close-outs of long sales as well as short sales.
a. Response: Dispute — accuracy of statement.
b. Counterstatement: The OCIE exam, which was initiated by letter on Nov. 6,

2008 and lasted two years, included inquiries regarding close-outs of long sales
as well as short sales.

c. Support:

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20849

OFFICE OF COMPLIANCE
INSPECTIONS AND
EXAMINATIONS

November 6, 2008

Mr. Scott Fertig
Chief Compliance Officer

RE: Examination Regarding Regulation SHO

e Ex. 539

From: Magyar, Laura J. |

Sent: Thursday, March 5, 2009 1:47 PM

To: Doug Gorenflo [

Ce: Holly Hasty [
Subject: RE:

Staf’s questions for the 3/5/09 call concern those documents provided to Staff in response to its
January 1, 2009 document request, #2, Exhibit B.
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19) #14: Account appears to buy 50000 net shares long on 10/13/2008 (100000 long/50000 short). Explain
trading that supports buy-in. Also, note on 643 indicates “have stok will DTC tomorrow momming.”
Explain,

22) #40: Explain trading on 10/27/08 for buy-in of 17,196 shares of RBCAA by account 16030413 (account
appears to buys long and short)

e Hasty Testimony

Was OCIE on site for this exam at all?

They were.

What do you recall about that?

I remember that they came on and had a relatively small team. I believe it was five or six
people, and I think they stayed for a week.

Q What happened after they left?

A After they left, then we just continued for the next two years, on and off, responding to
requests, answering questions, setting up meetings, and generally just continuing on with the
regular exam cycle.

>0 20

(Hearing-Day 7, 1731:12-22, Nov. 4, 2014)

Q This is Penson's final exam response in connection with the Reg SHO OCIE exam. It's a
letter to Ms. Magyar dated November 24th, 2010. Are you familiar with this document?

A Yes.

(Hearing-Day 7, 1737:5-9, Nov. 4, 2014)

170. Moreover, PFSI represented to OCIE that there was no report that monitored close-
outs of long sales of loaned securities.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: PFSI represented to OCIE that there was no specific report
that monitored sales marked long in type 2 accounts.

c. Support:
o Exhibit 204 at p. 13

= What report monitors sales that are marked long in type 2 accounts?

There is no specific report for this.
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171. On November 15, 2010, Kim Miller sent Delaney a draft of a response to deficiency
letter arising from an OCIE exam.

a. Response: No dispute.

172. On November 19, 2010, Delaney replies to Miller, saying “attached is my
redraft....”

a. Response: No dispute.
173. Delaney reviewed and edited PFSI’s response to Item No. 5.
a.Response: No dispute.

174. The language as edited by Delaney appeared in the letter submitted to OCIE on
November 24, 2010. The letter did not disclose that PFSI’s Stock Loan was notable to comply
with Rule 204, nor did it acknowledge the disastrous Rule 204 test results from December 2009
and June 2010. Instead the letter averred that “the processes employed to close-out positions that
were allegedly in violation of rule 204T were effective and performed as designed.”

a. Response: Dispute — accuracy of statement; incomplete recitation of the record.
The Division’s statement also constitutes impermissible argument. See Post-
Hearing Order q 5(c).

b. Counterstatement: The language as originally authored by Brian Gover, and as
edited by Delaney, appeared in the letter submitted to OCIE on November 24,
2010. The letter stated that “the processes employed to close-out positions that
were allegedly in violation of rule 204T were effective and performed as
designed.”

c. Support:

e See Stip. FOF 30 (language in Gover’s November 8, 2010 draft response), 61
(Gover believed the language he authored was accurate both at the time he
drafted it and as of the date that he testified at the final hearing)

e Alaniz Testimony

Q I'll just represent to you that S+1 is

settlement plus one, which is the same as T+4.

Based on your remediation plans that you had

done, did you believe that by November 2010, the firm's
programs were effective and reasonably designed to close
out short sales in --

A Yes.

(Hearing-Day 3, 828:23 — 829:4, Oct. 29, 2014)
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e Hasty Testimony

Q Okay. And as you sit here today, Ms. Hasty,
do you believe that Mr. Gover's statement that
"Penson's processes and procedures were effective and
performed as designed," do you believe that was
truthful and accurate?

A Yes.

Q Do you have any reason to believe that Mr.
Gover's statement was inaccurate?

A No.

Q Misleading?

A No.

(Hearing-Day 7, 1738:25 — 1739:10, Nov. 4, 2014)

Q Okay. And I believe Michael pulled back up

the language from 101. That's the final response.
Looking again at the language in the final response,
"Penson believes that," do you believe that his -- Mr.
Gover's statement that, "Penson believes that the
reasonable processes employed to close out positions
that were allegedly in violation of Rule 204T were
effective and performed as designed." Do you believe
that that was truthful and accurate?

A Yes.

Q Do you have any reason to believe that Mr.
Gover's statement was inaccurate or misleading?
A No.

(Hearing-Day 7, 1739:11-23, Nov. 4, 2014)

e Delaney Testimony

Q: What changes did you make?

A: ] -- I added that Penson believes — where Brian had originally crafted ‘Penson feels that the
processes and procedures employed,’ I added the word ‘reasonable’ in front of processes and
removed the term ‘procedures.” And —

Q: I suppose -- I suppose we ought to know that you put, ‘Penson believes,” and he put,
‘Penson feels.’

A:1did. Ididchange ‘feels’ to ‘believes.’

Q: Were you attempting -- to the best of your recollection, were you attempting to
change the meaning of this at all?

A: Absolutely not.
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(Hearing-Day 5, 1284:1-16, Oct. 31, 2014)

Q Let me do that. Why? Why don't you think this

is inconsistent?

A Penson -- Eric's testing results were part of a
compliance process of testing policies and procedures,
and the fact that you find errors in testing -- in

testing results is what you expect when you have a good
testing regime. I would maybe worry more if he didn't
find any errors at that point.

And certainly, I had no indicia of any other

processes going on beyond what was already being tested
and reported back on, and we were remediating and we
were -- and there were reports of remediating coming back
in. I had business unit leaders telling me, we've got --
we've got this -- these -- sorry -- we've got these
reasonable processes in place.

So there was just no -- there was nothing in

that response, where Brian reports in, that would have
somehow triggered to me that there was something
inconsistent with what Eric was reporting.

(Hearing-Day 5, 1285:5-23, Oct. 31, 2014)

175. Delaney admitted that the language in the OCIE letter was inconsistent with the
Rule 204 testing Alaniz conducted in December 2009 and June 2010.

a.Response: Dispute — contrary testimony.

b.Counterstatement:  Delaney, Hasty, and Alaniz testified that the language in the
OCIE letter was not inconsistent with the Rule 204 testing Alaniz conducted in
December 2009 and June 2010.

c.Support:

e Delaney Testimony

Q The sentence that reads, "Penson believes that

the reasonable processes employed to close-out positions
that were allegedly in violation of Rule 204T were
effective and performed as designed;" do you see that?
A ldo.

Q You covered that issue with your counsel, Mr.
Washburn, earlier today; did you not?
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Aldid.

Q Now, it is that sentence that the Division

alleges was your most significant act of concealment. Do
you feel like that sentence was false?

A No.

Q Do you feel like that sentence was misleading?

A No.

Q Do you feel like that sentence was wrong,
confusing or unclear?

A No.

(Hearing-Day 5, 1365:5-21, Oct. 31, 2014)

Q Do you recall -- well, do you recall being

asked by Ms. Atkinson on cross-examination if you
believed that the response that we're seeing here in
Exhibit 101 was inconsistent with Mr. Alaniz's
examination results? Do you recall being asked that?

Al -- I believe I remember that, yes.

Q And whatdid you say about whether you thought

it was inconsistent?

A That I didn't think it was inconsistent with

the results.

Q And did she ever ask you why you didn't think

it was inconsistent?

A She did not.

Q Let me do that. Why? Why don't you think this

is inconsistent?

A Penson -- Eric's testing results were part of a
compliance process of testing policies and procedures,
and the fact that you find errors in testing -- in

testing results is what you expect when you have a good
testing regime. I would maybe worry more if he didn't
find any errors at that point.

And certainly, I had no indicia of any other

processes going on beyond what was already being tested
and reported back on, and we were remediating and we
were -- and there were reports of remediating coming back
in. I had business unit leaders telling me, we've got --
we've got this -- these -- sorry -- we've got these
reasonable processes in place.

So there was just no -- there was nothing in

that response, where Brian reports in, that would have
somehow triggered to me that there was something
inconsistent with what Eric was reporting

(Hearing-Day S, 1284:17-1285:23, Oct. 31, 2014)
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e Hasty Testimony

Q Okay. And as you sit here today, Ms. Hasty,
do you believe that Mr. Gover's statement that
"Penson's processes and procedures were effective and
performed as designed," do you believe that was
truthful and accurate?

A Yes.

Q Do you have any reason to believe that Mr.
Gover's statement was inaccurate?

A No.

Q Misleading?

A No.

(Hearing-Day 7, 1738:25 — 1739:10, Nov. 4, 2014)

Q Okay. And I believe Michael pulled back up

the language from 101. That's the final response.
Looking again at the language in the final response,
"Penson believes that," do you believe that his -- Mr.
Gover's statement that, "Penson believes that the
reasonable processes employed to close out positions
that were allegedly in violation of Rule 204T were
effective and performed as designed." Do you believe
that that was truthful and accurate?

A Yes.

Q Do you have any reason to believe that Mr.
Gover's statement was inaccurate or misleading?
A No.

(Hearing-Day 7, 1739:11-23, Nov. 4, 2014)

e Alaniz Testimony

Q I'll just represent to you that S+1 is

settlement plus one, which is the same as T+4.

Based on your remediation plans that you had

done, did you believe that by November 2010, the firm's
programs were effective and reasonably designed to close
out short sales in --

A Yes.

(Hearing-Day 3, 828:23 — 829:4, Oct. 29, 2014)
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176. It is not possible to reconcile the statement concerning Rule 204 in the letter to
OCIE with Alaniz’ Rule 204 testing.

a. Response: Dispute — other testimony contradicts the Division’s statement. The
Division’s statement also constitutes impermissible argument. See Post-Hearing
Order 9§ 5(c).

b. Counterstatement: Penson’s statement in the OCIE response that “the processes
and procedures employed to close out positions that were in violation of Rule
204T were effective and performed as designed. [Penson’s] current procedures as
they relate to Rule 204 are effective and designed to ensure that all short sales and
sales not long are covered either through stock borrow or market action prior to
the open on S+1” was accurate.

a. Support:
e Stip. FOF 61

FOF 61 Brian Gover believed that the following language that he authored was
accurate both when drafted and as of the date that he testified at the final
hearing: “Penson feels that the processes and procedures employed to close out
positions that were in violation of Rule 204T were effective and performed as
designed. Our [presumably meaning Penson] current procedures as they relate to
Rule 204 are effective and designed to ensure that all short sales and sales not
long are covered either through stock borrow or market action prior to the open on
S+1.” Tr. 2491:9-19, 2491:25-2492:4.

e Gover Testimony

A And that is the section where it says "Penson feels that the processes and proceedings and
options" —

Q Yes.

A That looks like something I could have written.

Q Okay. When you -- when you wrote that, you would have understood that was going to
FINRA, right?

A Yes.

Q And when you wrote that, did you believe it was accurate?

A Yes.

Q And as you sit here today, is there any reason to think that it's not accurate?

A No.

(Hearing - Day 1, 147:17 — 148:4 , Oct. 27, 2014)

e Alaniz Testimony
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Q I'l] just represent to you that S+1 is settlement plus one, which is the same as T+4. Based
on your remediation plans that you had done, did you believe that by November 2010, the
firm's programs were effective and reasonably designed to close out short sales in --

A Yes.

(Hearing — Day 3, 828:23 — 829:4, Oct 29, 2014)

e Hasty Testimony

Q Okay. And as you sit here today, Ms. Hasty, do you believe that Mr. Gover's
statement that "Penson's processes and procedures were effective and performed as
designed," do you believe that was truthful and accurate?

A Yes.

Q Do you have any reason to believe that Mr. Gover's statement was inaccurate?
A No.

Q Misleading?

A No.

(Hearing — Day 7, 1738:25 — 1739:10, November 4, 2014)

Q Okay. And I believe Michael pulled back up the language from 101. That's the final
response. Looking again at the language in the final response, "Penson believes that," do you
believe that his -- Mr. Gover's statement that, "Penson believes that the reasonable processes
employed to close out positions that were allegedly in violation of Rule 204T were effective and
performed as designed." Do you believe that that was truthful and accurate?

A Yes.

Q Do you have any reason to believe that Mr. Gover's statement was inaccurate or
misleading?
A No.

(Hearing — Day 7, 1739:11-23, November 4, 2014)

Q Do you have any reason to believe anything in this final response was inaccurate or
misleading?

A No.

Q If you did believe anything in that response that you signed was inaccurate or misleading,
what would you have done?

A I would have said something most likely to Tom or would have -- or to the business unit

or would have called a meeting and said we need to discuss it.

(Hearing — Day 7, 1739:24 — 1740:7, November 4, 2014)

177.  Supervision is an important part of a compliance program.
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e Response: No dispute.

178. Yancey was hired as CEO because PFSI was growing too large for founders
Pendergraft and Son to continue to manage.

a. Response: Dispute — accuracy of statement. The testimony the Division quotes
discusses why PFSI hired a CEO. It does not address why PFSI hired Yancey.

b. Counterstatement: Pendergraft testified that Yancey was hired as CEO because
he was a great leader; had a passion for excellence and integrity; and had
industry experience and capabilities.

c. Support:

e Pendergraft Testimony

Q: I guess, Mr. Pendergraft, I would just like to know, in your words, why you thought Mr.
Yancey would be a good person to fill that chief executive officer position with PFSI?

A: PFSI was the company we started, that we started with, and we had -- that was the -- while all
of our businesses were important to us, this was one very special. We wanted someone who
had a passion for excellence, who had a passion for people, had a passion for integrity. We
clearly wanted someone who had industry experience and capabilities and the skill set. But
we weren't hiring that as much as we were hiring someone we thought could be a great
leader of the organization.

Q: You had seen those characteristics and skills in Mr. Yancey when you had worked
together before?

A:Yes

(Hearing-Day 6, 1483:11-1484:2, Nov. 3, 2014)

Q: And reflecting back on the attributes that you wanted for someone in that position, and what
you thought Mr. Yancey brought to the table, how do you describe his performance over the five
to seven years that he primarily worked for you?

A: Like, certainly like me, like all of us, Mr. Yancey is not perfect, but he met or exceeded all of
my expectations for him in leading the Penson Financial Services organization, and I think, as
I've already said, those were pretty high expectations that I had.

Q: Did he bring the leadership skills that you were looking for?

A: Yes. Q: Is there a saying at Penson, Do what is right first and then make money second?

A: Ithink the way the phrase went was, It's more importance to do what's right than it is to
make money.

Q: And did Mr. Yancey embrace that culture, to your knowledge?

A: Absolutely.

(Hearing-Day 6, 1486:25-1487:20, Nov. 3, 2014)

179. Yancey was the CEO of PFSI and was a registered person.
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a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 2 previously stipulated to by all parties and there is no basis for a separate or
additional finding of fact.

b. Counterstatement: Stip. FOF 2 as set forth below.

c. Support:

e Stip. FOF 2

FOF 2. Yancey, 58, of Colleyville, Texas, was the President/CEO of Penson from at least
October 2008 through February 2012. Yancey is currently a Managing Director at
a registered broker/dealer. Yancey holds Series 7, 24, 55, and 63 licenses.

(See Order on Stipulations)

180. Delaney was a registered person associated with PFSI.
a. Response: No dispute, although the Division’s statement is redundant of Stip.

FOF 102 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 102 as set forth below.

c. Support:

e Stip. FOF 102

FOF 102. During the relevant time period, Michael Johnson and Tom Delaney were
registered representatives associated with PFSI.

(See Order on Stipulations)

181. Yancey had supervisory responsibility for Delaney.
a. Response: No dispute, although the Division’s statement is redundant of Stip.

FOF 112 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 112 as set forth below.

c. Support:

e Stip. FOF 112

FOF 112. Yancey had supervisory responsibility for Delaney.

(See Order on Stipulations)
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182. Yancey received and reviewed the Rule 204 Test results in December 2009.
a. Response: Dispute — accuracy of statement.

b. Counterstatement: Yancey testified that he believed he received and reviewed
the Rule 204 test results in December 2009.

c. Support:

® Yancey Testimony

Q And you saw a document, either this document or a document like this, while you were CEO
of Penson Financial Services; is that right?

A Idid.
Q Do you recall if you saw it in connection with those quarterly meetings we were just
discussing?

A Ibelieve that I did.
Q Okay. And is it fair to say that if you were given the 3012 test results, it's a document you
would have reviewed?

I saw it, I should say.

Okay. And would you have reviewed it when you received it?

Yes, I would have reviewed it with the people that presented it to me.
And who do you recall presented it to you?

Mr. Delaney and Mr. Alaniz.

A Just a point of clarification.

Q Yes.

A Ibelieve that I received it in December of 2009.
Q You believe --

A Is that helpful?

Q You believe you received it in December of 2009?
A Ido.

Q Allright.

A

Q

A

Q

A

(Hearing- Day 3, 897:7-898:8, Oct. 29, 2014)

183. Yancey met with the Compliance department quarterly to discuss its Rule 3012
testing, which was part of the process of preparing Yancey to sign and certify Penson’s Annual
Certification of Compliance, also referred to as the CEO certification.

a. Response: No dispute.

184. Issues would be raised at these quarterly meetings only if they were significant
enough to warrant Yancey’s attention.

a. Response: Dispute — accuracy of statement; unclear as stated.
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b. Counterstatement: Yancey testified that in quarterly 3012 meetings he was
advised of significant issues and he relied on others to identify things that might
have warranted his involvement.

c. Support:

e Yancey Testimony

Q Allright. And at these quarterly meetings, you would be advised by people in your
reporting chain if there were issues that were significant enough to be raised to your level; is that
right?

A I think that's right.

Q And Mr. Yancey, you relied on people to identify things that might have warranted
your intervention or being involved; is that right?

A  Yes, sir.

(Hearing- Day 3, 891:12-891:20, Oct. 29, 2014)

185. On January 28, 2010, Delaney and Alaniz had a quarterly meeting with Yancey. In
that meeting, the Rule 204 Test was one of only two items discussed with Yancey. Delaney and
Alaniz explained the results of the Rule 204 Test and pointed out that 112 out of 113 items tested
failed.

a. Response: Dispute — contrary evidence. The Division’s statement is inconsistent
with the supporting evidence (Ex. 134).

b. Counterstatement: On January 28, 2010, Delaney and Alaniz had a quarterly
meeting with Yancey. They informed Yancey that the “Compliance
department ha[d] tested, among other areas, SEC Rule 204 and the
Transmittal of Funds.” Alaniz testified that he pointed out that 112 outof 113
items in the Rule 204 test failed.

c. Support:
e Exhibit 134
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From: Eric Alaniz

Sent: Thursday, January 28, 2010 12:56 PM

To: Bill Yancey

Ce: Tom Delaney; Eric Alaniz

Subject: 2005-2010 Quarterly Annual Certification Meeting
Importance: High

Bill,

Again, I'd like to thank you for the time you spent with Tom and me today reviewing our departments quarterly progress
on the Annual 3012 Testing. Just as a quick recap of our meeting | have highlighted some areas discussed today.

Currently the Compliance department has tested, among other areas, SEC Rule 204 and the Transmittal of funds. These
two areas are now the focus of prompt remediation. The Compliance department will continue to review practices in
areas of high regulatory concern and continually update our “Risk Based” testing approach including but not limited to
areas identified during last years certification process, areas highlighted during regulatory examinations as well as those
areasregulatorshave indicated will be areas of focus as we proceed throughout the year.

¢ Alaniz Testimony

Q Okay. And going back to Exhibit 70, the testing results that are there, did you ever report
those findings to Mr. Yancey?

A Yes.

Q And explain that. When did that happen?

A I can't recall the exact date. I know we tried to see him every quarter to review the testing
for that time period, and I believe that must have been sometime in January.

Okay. And what did you discuss with Mr. Yancey at that time?

We discussed a few items. One item was Reg SHO.

And did you explain the results of that testing?

Yes.

Did you explain to him that there was a 99 percent failure rate?

I'm not sure if we used that exact language, but we did point out that, out of 113, 112 did

B0 >0 >0

(Hearing- Day 3, 709:22-710:16, Oct. 29, 2014)

e Yancey Testimony

Let's look at -- at January of 2010, Mr. Alaniz says, "Just as a quick recap of our meeting, I've
highlighted some areas discussed today. Currently the Compliance department has tested,
among other areas, SEC Rule 204 and the transmittal of funds."

That's what Mr. Alaniz says to you, correct?

A Ttis.

Q And as you sit here today, do you recall anything else discussed in the January 2010 meeting
other than Rule 204 and transmittal of funds?

A Youknow, I don't have a recollection of anything else.

(Hearing- Day 3, 895:6-895:17, Oct. 29, 2014)
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186. The Rule 204 Test was discussed in the March 31, 2010 quarterly 3012 CEO
certification meeting, which was held on the same day that Yancey signed the 2010 Annual CEO
Certification. At the meeting, the December 2009 Rule 204 testing was one of ten items
discussed.

a. Response: Dispute. The Division’s statement is redundant of Stip. FOF 113
previously stipulated to by all parties. There is no basis for a separate finding of
fact. Alternatively, the statement does not accurately reflect the testimony.

b. Counterstatement: Stip. FOF 113 as set forth below.

Alternatively, the statement should read: The Rule 204 test was discussed
in the March 31, 2010 quarterly 3012 CEO certification meeting, which
was held on the same day that Yancey signed the 2010 Annual CEO
Certification. At the meeting, approximately ten 3012 testing items,
including the Rule 204 test, was discussed.

c. Support:
e Stip. FOF 113

FOF 113. The Rule 204 December 2009 Audit was discussed in the March 31, 2010
quarterly 3012 CEO certification meeting, which was held on the same day that
Yancey signed the 2010 Annual CEO Certification.

(See Order on Stipulations)

e Alaniz Testimony

Q Atthe March 31st, 2010 meeting, did you discuss the processes that you had tested in the 31
-- or the 3012 Rule 204 testing?

A We typically start off with 3012 testing. Tom Delaney usually spearheads that. From
there, we choose the topic of -- I believe we might have chosen 10 items. And then from there,
we would go down, indicating what we had found. If they needed more information, I did have
booklets, kind of like this (indicating) here, with all the information and the details if they
wanted to review it.

Q Okay. And was your 3012 204 testing, was that one of the 10 items that was discussed?
A Yes.

(Hearing- Day 3, 714:21-715:9, Oct. 29, 2014)

187. At the March 31, 2010 meeting Alaniz did not tell Delaney or Yancey that the
Stock Loan remediation steps would solve the Rule 204 problem.
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a. Response: Dispute — contrary testimony and evidence.

b. Counterstatement: At the March 31,2010 meeting Yancey was assured that all
remediation steps were being followed to solve the Rule 204 problem.

c. Support:
e Stip. FOF 77

FOF. 77 Following meetings in January and March 2010, Mr. Yancey was told that the 204
testing results were the subject of prompt remediation and that the relevant
departments were cooperating.

e Stip. FOF 17 (“Upon learning of Rule 204 deficiencies in Buy-Ins through the
December 2009 audit, Delaney oversaw extensive remediation efforts™),

e Stip. FOF 64

FOF. 64.  Penson undertook substantial remediation efforts following the November and
December 2009 testing by Eric Alaniz of Penson's Rule 204 compliance, and these
remediation efforts began at least as early as January 2010.

e Alaniz Testimony

Q Okay. Asyou -- as you read this, did you

believe that these remediation steps, if implemented,
would resolve the problems that your testing had
discovered?

A Yes.

Q And did you have any reason to believe when you

got this from Stock Loan that it wouldn't be implemented?
A No.

(Hearing- Day 3, 772:8-15, Oct. 29, 2014)

e Exs. 134, 669 (January 28, 2010 email from Alaniz to Yancey stating SEC Rule
204 is now the focus of “prompt remediation”).

e Alaniz Testimony

Q: What did you say?

A: I had told him that I didn't believe that was necessary. All indications from the security
lending department and the buy-ins department was that they were cooperative in
remediating those issues.

(Hearing-Day 3, 763: 5-7, Oct. 29, 2014)
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A: From the discussions that John Kenny had with Brian [Gover], they had — they had
discussed remediation issues or remediation communication items to conform with the rule
and I had no issue with that.

Q: You had no issue with the remediation they discussed?

A:No....

Q: Okay. So whether they were — had been in substantial compliance when you did your
testing, you understood they were on the road to substantial compliance when you were in
this [March] meeting; is that right?

A: Yes.

(Hearing-Day 3, 795:7-21, Oct. 29, 2014)

Q: And the discussion on the Rule 204 test was an update on the remediation measures; is that
right?

A: The discussion of 204 was more with the issues that were found and also of the remediation
that the — the subject matter experts were implementing. . .

Q: And you previously testified that, in fact, Mr. Gover and Mr. Kenny engaged in a 15-
minute or so discussion of the remediation efforts; is that right?

A: Yes.

Q: Do you remember specifically what they said?

A: He asked Brian Gover what the issue was and Brian Gover responded. At that point, there
was a conversation between them. At that point, he asked him what he was doing to rectify the
situation, and he spoke about a report that they were trying to highlight to relieve the issue.

(Hearing-Day 3, 851:20 — 852:16, Oct. 29, 2014)

188. Yancey and Delaney met to discuss and review the Annual Report.

a. Response: No dispute.

189. As part of the process of signing and certifying the 2010 Annual CEO Certification,
Yancey carefully reviewed the Annual Report, which he considered an important document.

a. Response: No dispute.

190. Yancey personally signed the Annual CEO Certification; it was an important
document.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Yancey personally signed the Annual CEO Certification; he
testified that he took that certification seriously.

c. Support:
e Stip. FOF 114
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e Yancey Testimony

So this is the 2010 CEO certification; is that right?

Yes, sir.

And that is for 2009 to 2010, that's the cycle, correct?

Yes, sir.

All right. And again, if we look at the bottom, that is your personal signature, correct?
It is.

You -- you put pen to paper and signed that document?

Yes, sir.

Now, you took that certification seriously, didn't you?

Yes, sir.

OO0 B0 >

(Hearing- Day 3, 884:21-885:10, Oct. 29, 2014)

191. Yancey was aware that the CEO Certification and Summary Report were sent to
regulators.

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 115 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 115 as set forth below.

c. Support:
e Stip. FOF 115

FOF 115. Yancey was aware that the CEO Certification and Summary Report were sent to
regulators.

(See Order on Stipulations)

192. Yancey does not know why the results of the Rule 204 Test were not included in
the Rule 3012 Summary Report.

a. Response: Dispute — accuracy of statement. As stated, the Division’s statement
indicates that the results of the Rule 204 testing were entirely excluded from the
Rule 3012 Summary Report. The statement is inconsistent with the scope of the
supporting testimony, which addresses only “significant compliance problems.”

b. Counterstatement: Yancey testified that he does not know why the results of the
Rule 204 test were not listed among the significant compliance problems in the
Rule 3012 Summary Report.

c. Support:

* Yancey Testimony
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Q Okay. Now, Mr. Yancey, you don't know why the results of the SEC Rule 204 testing
are not listed among the significant compliance problems in Exhibit 135, do you?

A No, sir.

Q You do not know?

A Tdonot know.

(Hearing- Day 4, 938:22-939:3, Oct. 30, 2014)

e See also Delaney Testimony (confirming it the December 2009 audit results
were not explicitly listed, but the testing results were inclusive in the material
contained within the report)

Q And the December audit, which we've seen was -- you believe was the focus of prompt
remediation, was not explicitly listed as an item in that Summary Report; do.

you agree with that?

A Ido.

Q Why was it not specifically identified?

A The testing results from Eric that had come, that had been reported out, had already been
substantially starting to be remediated at that point, and it was inclusive in the material that
was there with the report.

(Hearing-Day S, 1361:25-1362:10, Oct. 31, 2014)

193. Yancey did not have any discussion with anyone, including Delaney, about omitting
the Rule 204 testing from the Rule 3012 Summary Report.

a. Response: Dispute — unclear as stated. As stated, the Division’s statement implies
that the Rule 204 testing was entirely excluded from the Rule 3012 Summary
Report. Instead, the supporting testimony is limited to whether Yancey had
discussions about omitting “discussion’ of the Rule 204 testing from the annual
report.

b. Counterstatement: Yancey testified that he did not discuss omitting explicit
discussion of the Rule 204 testing results from the 3012 Summary Report.

c. Support:

e Yancey Testimony

Q And, Mr. Yancey, you did not have any discussions with Tom Delaney about omitting
discussion of the Rule 204 testing from the annual report, did you?

A No, sir.

Q And you did not have any discussions with anyone else about omitting discussions of the
Rule 204 audit results from the report, did you?

A 1did not.
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(Hearing- Day 4, 939:4-939:16, Oct. 30, 2014)

Q Did you have any discussion with Mr. Delaney or anyone else about not including the 204

testing on this Summary Report?
A No.

(Hearing- Day 7, 1888:1-1888:4, Nov. 4, 2014)

e See also Delaney Testimony (December 2009 audit results were not explicitly
listed, but the testing results were inclusive in the material contained within the
report)

Q And the December audit, which we've seen was -- you believe was the focus of prompt
remediation, was not explicitly listed as an item in that Summary Report; do

you agree with that?

A Ido.

Q Why was it not specifically identified?

A The testing results from Eric that had come, that had been reported out, had already been
substantially starting to be remediated at that point, and it was inclusive in the material that
was there with the report.

(Hearing-Day 5, 1361:25-1362:10, Oct. 31, 2014)

194. Yancey knew that it was important to be as accurate as possible in
communications with regulators, and that honesty in communications with regulators are the
very fabric of a compliance program.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Yancey testified that he believes that the fabric of the
Compliance program “revolves around honesty and integrity,” including honesty
and integrity in communicating with regulators.

c. Support:

e Yancey Testimony

Q If Tom Delaney were misleading regulators, that's something that would have been
important to you?

A  Yes,sir.

Q And why is that? Why would that be important to you?

A I think the very fabric of the Compliance program revolves around honesty and
integrity.

Q Including honesty and integrity in communicating with regulators?

A Yes, sir.
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] (Hearing- Day 3, 880:20-881:4, Oct. 29, 2014)

195. If Delaney were misleading regulators in communications with those regulators,
that is something that would have been important to Yancey.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Yancey agreed that if Delaney were misleading regulators,
that is something that would have been important to Yancey.

c. Support:

e Yancey Testimony

Q IfMr. Delaney were misleading regulators, that's something you would want to know about?
A Yes, sir.

Q If Tom Delaney were misleading regulators, that's something that would have been
important to you?

A Yes, sir.

Q And why is that? Why would that be important to you?

A 1 think the very fabric of the Compliance program revolves around honesty and integrity.

Q Including honesty and integrity in communicating with regulators?

A Yes, sir.

(Hearing- Day 3, 880:17-881:4, Oct. 29, 2014)

196. If Yancey saw a red flag that suggested Delaney was not being honest with
regulators, he had a duty to follow up on it.

a. Response: Dispute — accuracy of statement. The Division’s statement does not
reflect the scope of the supporting testimony and calls for a legal conclusion.

b. Counterstatement: Yancey testified that to the extent he detected a red flag that
suggested Delaney was not being honest with regulators, Yancey agreed he had a
duty to follow up on it.

c. Support:

¢ Yancey Testimony

Q And let me ask you: If you saw a red flag that suggested that Mr. Delaney wasn't being
honest with regulators, can we agree that you would have had a duty to follow up on that?
A To the extent I had detected a red flag, I would have followed up on it.

Q That's fair, sir.

So to be sure it's clear, if you had detected something that was a red flag, that you
considered a red flag, we can agree that you would have a duty to follow up on it?

A Yes, sir.
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(Hearing- Day 3, 882:11-882:22, Oct. 29, 2014)

197. Yancey was the CEO of PFSI and was a registered person.
a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 2 previously stipulated to by all parties and there is no basis for a separate or

additional finding of fact.

b. Counterstatement: Stip. FOF 2 as set forth below.

c. Support:
e Stip. FOF 2

FOF 2. Yancey, 58, of Colleyville, Texas, was the President/CEO of Penson from at least
October 2008 through February 2012. Yancey is currently a Managing Director at a registered
broker/dealer. Yancey holds Series 7, 24, 55, and 63 licenses.

(See Order on Stipulations; Hearing-Day10, 2288:20-2289:2, Nov. 7, 2014)

198. Johnson is a registered representative associated with PFSI.

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 102 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 102 as set forth below.

c. Support:

e Stip. FOF 102

FOF 102. During the relevant time period, Michael Johnson and Tom Delaney were
registered representatives associated with PFSI.

(See Order on Stipulations)

199. Stock loan, as well as the other functional groups within PFSI, reported up to
Yancey.

a. Response: Dispute — accuracy of statement. Testimony and evidence contravenes
the Division’s statement as written.

b. Counterstatement: PFSI Stock Loan reported up to Mike Johnson, who was
supervised by Phil Pendergraft.

c. Support:
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e Stip. FOF 55 (“Johnson oversaw securities lending activities at PFSI.”™)

e Yancey’s Prop. FOF 9, 14, 101, and 102 and supporting evidence therein
(evidence that Pendergraft supervised Johnson)

e See, e.g., De La Sierra Testimony

Q: Mr. DeLaSierra, given your personal observations and the documents we’ve discussed, in our
experience with supervisors, you would agree that Mr. Pendergraft was supervising Mr.
Johnson?

A: Yes.

Q: Okay. And, indeed, that supervision extended to PFSI activities?

A: Yes.

(Hearing-Day 1, 302:22-303:4, Oct. 27, 2014)

o See, e.g., Ex. 571 (2009 Organizational Chart)
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200. PFSI’s Stock Loan department lent shares owned by PFSI customers to earn borrow
charges, used that stock as collateral for financing purposes, lent stock for financing purposes,
and borrowed stock for PFSI’s to cover PFSI customer’s short sales.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Among other things, PFSI’s Stock Loan department lent
shares owned by PFSI customers to earn borrow charges, used that stock as
collateral for financing purposes, lent stock for financing purposes, and borrowed
stock for PFSI’s customers to cover PFSI customers’ short sales.

c. Support:

e Gover Testimony

Q And what did they do? What did PFSI's Stock Lending department do?

A There's -- there's a couple of functions of Stock Loan. One is that they're maximizing the
utility of the balance sheets. So if there are shares that -- goes back to the hypothecation
agreement. So we have shares that somebody had a loan with Penson, and that loan is
collateralized by the shares. Under the hypothecation agreement, Penson can lend the shares out,
and for a couple functions. So one of the -- one of the functions of Stock Loan was if we had
shares that we were -- they were -- the term is "access," access available to loan, that we would
lend those shares out to parties who wanted to borrow them. And in exchange for that, you get
borrow charges. oAk

A The other function would be as a part of financing functions, clearing firms can finance the
business in a couple ways. You can borrow money from banks and put up generally stock as
collateral. You can also lend securities out to other parties. You can getcash for the lending of
the stock, and that can also be used to finance the firm's operations.

Q Did they also engage in stock borrowing, the PFSI Stock Lending department?

A Yes. They would borrow stock.

Q And why -- why would they do that?

A Ithink in general if -- if Penson has a fail and we do not have the shares to make delivery,
Stock Loan -- and so those would result from short sales. Stock Loan could recall the shares or
borrow shares to make a delivery. So that's -- there's a couple reasons that you can borrow. The
primary is because you -- you let somebody -- you gave approval. You gave a locate for a
customer to sell short. And that customer sold short, and then you need to borrow -- borrow
shares to cover the short. The other would be it's really a pure financing function. If you have a
fail, so a fail that there's no obligation to buy-in, but it would be advantageous to be able to
borrow the shares so that you can make delivery and get the cash. And it's -- it's -- the other
piece is just pure really cash management, managing your -- your daily cash flows.

(Hearing- Day 1, 90:22-92:19, Oct. 27, 2014)

201. Stock Loan supported PFSI customers’ short selling by providing “locates™ on
shares — affirmative determinations that the shares would be available — before the customer
engaged in the short sale.
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a. Response: Dispute — accuracy of statement.

b. Counterstatement. Stock Loan supported PFSI customers’ short selling by
providing “locates” on shares — an affirmative determination that the shares are
currently available — a prerequisite before the customer engaged in the short
sale.

c. Support:

e De La Sierra Testimony

Q ... You said one of the things you did was short locates; is that right?
A Correct.

(Hearing- Day 1, 205:13-205:15, Oct. 27, 2014)

A On trade date, short sellers are required to get a locate before they place a short sale order,
SO --

Q Wasit-- I'm sorry. What does it mean to get a locate?

A Locate, calling your brokerage firm, and they -- they're required to get affirmative
termination to make sure the shares are there to approve this short sale. So when a
customer comes in, it's a locate. We approve that locate for the customer. They then can do
whatever they want. It's not a short sale until they place the short sale order. At that point, it's
just a locate before they place a trade.

Q And you talked about placing a short sale. What is a short sale?

A A short sale is the opposite of a long sale. Short sellers will profit when the security goes
down in price. Since they don't own the securities, they have to get a locate.

(Hearing- Day 1, 205:17-206:9, Oct. 27, 2014)

e Wetzig Testimony

Q We've heard a little bit about it, but I want to unpack those things. When you say they "did
locates," what does it mean to do a locate?

A So for a broker to be able to short sell stock, he has to receive a locate on that security. So
we will have to see some sort of inventory or feed from another broker-dealer in order to give
them a locate.

Q And that's something that Penson Financial Services would give?

A Correct.

(Hearing- Day 2, 346:13-346:22, Oct. 28, 2014)

202. Stock Loan also supported PFSI customers’ short selling by borrowing securities to
satisfy the obligation to settle the short sale trade on T+3.

a.Response: No dispute.
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203. Stock Loan also lent securities from PFSI customers’ margin accounts to its
counterparties so they could meet their customers’ delivery obligations.

a. Response: Dispute — ambiguous and unclear as stated.

b. Counterstatement: Stock Loan also lent securities from PFSI customers’ margin
accounts to its counterparties so the counterparties could meet their customers’
delivery obligations.

c. Support:

e De La Sierra Testimony

Q ... You also said that you lent securities out of your box. Can you explain what that means?
A So just as we're trying to borrow for our delivery obligations, our counterparties also have
delivery obligations. They -- we would come in every morning and there's a list from whoever,
you know, our counterparties are, the names that they are looking for for their delivery
obligations. We would check our box and, you know, decide who to lend it to you, know based,
on the best market terims we can get.

(Hearing- Day 1, 208:2-208:13, Oct. 27, 2014)

204. Providing locates, borrowing securities, and lending securities, were functions of
PFSI’s Stock Loan department rather than Penson Worldwide. /

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 116 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 116 as set forth below.

c. Support:
e Stip. FOF 116

FOF 116. Providing locates, borrowing securities, and lending securities, were functions of
PFSI’s Stock Loan Department rather than Penson Worldwide.

(See Order on Stipulations)

205. Stock Loan was a significant profit center for PFSI.
a. Response: Dispute — accuracy of statement.

b. Counterstatement: Stock Loan made up approximately 10% of PFSI’s annual
revenue.

c. Support:
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e McCain testimony

Q Okay. What was the percentage of PFSI revenue that was made up of Stock Loan or

Stock Loan revenue?
A That's a hard question. My best recollection on that is that it was -- it varied from 7 to 10

percent.

(Hearing- Day 9, 2164:19-2164:24, Nov. 6, 2014)

e Ex.239atp.15949

lending client shares are often a significant source of their business revenues. The

Penson Stock Loan Department generated average monthly revenues of $1.94 million,

or approximately $23.3 million per vear, during the period October 2008 to April 20122

e Pendergraft Testimony

Q: What percentage, if you know, and again, feel free to just give me a ballpark, of the total
revenue of PWI was generated from all of the stock lending done by any entity that was

doing stock lending?

A: Idon't know.

Q: If I said less than 10 percent, would you think that sounds about right or no basis to say?

A: Let me make sure I understand the question. Less than 10 percent -- that stock lending
revenue was less than 10 percent of Penson Worldwide's revenue; is that the question?
Q: Yes, sir.

A:1don't know. That wouldn't surprise me, butI don't know.

(Hearing-Day 6, 1491:15-1492:3, Nov. 3, 2014)

206. Stock Loan generated revenue by lending out securities to counterparties, who
generally paid a “rebate” to borrow the securities, and by borrowing securities to assist with
customer short selling and charging a mark-up to customers for the cost of the borrow.

a. Response: No dispute.

207. Stock Loan also financed PFSI. Financing through Stock Loan was advantageous
compared to financing through bank loans because PFSI got more value for the stock pledged as
collateral, and because PFSI paid a lower interest rate on the loan.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Stock Loan was one department that assisted in financing
PFSI. Financing through Stock Loan was advantageous compared to financing
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through bank loans because PFSI got more value for the stock pledged as
collateral, and because PFSI paid a lower interest rate on the loan.

c. Support:

e De La Sierra Testimony

Q And what did they do? What did PFSI's Stock Lending department do?

A The other function would be as a part of financing functions, clearing firms can finance
the business in a couple ways. You can borrow money from banks and put up generally stock
as collateral. You can also lend securities out to other parties. You can get cash for the lending
of the stock, and that can also be used to finance the firm's operations.

(Hearing-Dayl, 90:22-91:21, Oct. 27, 2014)

Q You also said, I believe, in your list of the things that Stock Lending did for Penson
Financial Services something about financing the firm; do you recall that?
A Yes.

(Hearing- Day 1, 209:23-210:2, Oct. 27, 2014)

Q SoifI understand, I think I heard you talk about two advantages of using stock lending
finance instead of a bank.

The first is you get more value for your collateral, 100 percent instead of 80 percent; is that a
fair summary?

A That's correct.

Q And the second was that it's also cheaper to do financing through stock lending than a bank,
correct?

A Yes, that's correct.

(Hearing- Day 1, 211:8-211:17, Oct. 27, 2014)

e Yancey Testimony

Okay. Stock Lending is used, in part, for financing purposes; is that right?

Can be.

It can be. And how does Stock Lending help finance a firm?

Sure. When the customers open a margin account and they sign a hypothecation agreement
and they take a loan out against their collateral, the securities are eligible to be lent or used for
financing their margin debits.

Q And at Penson Financial Services, between 2008 and 2011, did you all use Stock Lending
to help finance the firm?

A Yes.

>0 R0

(Hearing- Day 4, 943:15-944:3, Oct. 30, 2014)
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Q Tell me about firm financing and how the Stock Loan and financing worked together.

A Okay. So if a customer deposited stock in a margin account and signed a margin agreement
or a hypothecation agreement and then ultimately borrowed money from that account, the firm
could pledge the collateral to a bank sufficient to not have to tie up their money for the purpose
oftheloan to the -- to the investor, or to the extent that there was an excess of any security,
could use that excess in Stock Loan for a firm -- what they call firm financing.

Q What was firm financing? How did it get used in firm financing?

A Firm financing is really -- in a pledge relation program at a bank, where you pledge up the
securities, the normal haircut is 20 percent, or that's an industry term, haircut. That means the
loan to value is approximately 80 percent. In the Stock Loan world, the loan to value could be
100 percent.

So in order to maximize the balance sheet, you often use Stock Loan for the purpose of
financing,

(Hearing- Day 7, 1831:7-1832:2, Nov. 4, 2014)

e McCain Testimony

Q Ithink it might be helpful, Mr. McCain, if you spent a moment explaining how, first,
financing fits into stock lending, since you have some understanding.

A The component of stock lending that I understand is -- it's related to the financing of the
firm -- is a broker-dealer has basically two ways to finance the business. One is through a bank
loan, where they can go to the bank, pledge up collateral and -- to the bank, and the bank will
advance approximately 80 percent of the market value. The other way is that -- and really a
more efficient way is for Stock Loan to lend out securities to other counterparties, and they get
an advance rate of about 98 percent, and the interest rate is much, much lower than what a bank
would charge.

(Hearing- Day 9, 2165:12-2166:2, Nov. 6, 2014)

208. Stock Loan’s firm financing function was important to PFSI.
a. Response: No dispute.

209. Stock Loan was a necessary and integral part of PFSI’s business model.
a. Response: No dispute.

210. PFSI could not have existed without Stock Loan.
a. Response: Dispute — accuracy of statement.

b. Counterstatement: De La Sierra testified that, in his opinion, PFSI could not
have existed without Stock Loan.

c. Support:
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e De La Sierra Testimony

Q Could a broker-dealer exist without a stock lending function, if you know?
A Not a firm like Penson, no.

(Hearing- Day 1, 213:6-213:8, Oct. 27, 2014)

211. Because Stock Loan was a core function of PFSI it is not surprising that the
supervisory matrices show Johnson reporting to Yancey, the CEO.

a. Response: Dispute — accuracy of statement. Also, Division’s statement consists
of impermissible argument and should be stricken. See Post-Hearing Order.

b. Counterstatement: Delaney stated in his third investigative testimony that he
would expect a core function of the broker-dealer would report in through the
CEO.

c. Support:

e Delaney Testimony

Q Okay. And can you look at Exhibit 201. And we looked at Exhibit 201 before as well. If
you look at the fourth page of the attached letter, if you look at Number 11, in response to
FINRA's request that Penson provide a description of Penson's supervisory chain identifying
each supervisor's direct reports, as well as the individual to which each supervisor reports, Ms.
Miller attaches a Supervisory Matrix; isn't that right?

A Yes, that's right.

Q And ifyou look at the last page of that document -- oops, it's not the last page of the
document. I guess it's Page 19, maybe, the Supervisory Matrix that's attached to that document.
Do you see the Supervisory Matrix?

A Yes, ma'am.

Q And that shows a grid with Bill Yancey at the head of it, Mike Johnson under Bill Yancey,
and it says that Bill Yancey is Mike Johnson's regulatory supervisor and pi org chart supervisor;
is that right?

A That's what it says, yes, ma'am.

Q Okay. And when you were asked in your third testimony with this counsel representing
you whether you were surprised that Mike Johnson was under Bill Yancey on a Supervisory
Matrix, you said, "It may not surprise me if it's there because I would think what those
Supervisory Matrices were trying to show was that this is a broker-dealer function and,
therefore, the CEO is responsible for all issues of the broker-dealer."

Question: "You're thinking of the business units to report to the CEO?"

Answer: "Yes, sir. So while functionally that may -- from an HR standpoint, there might not
have been a -- there might not have been a reporting relationship from an HR standpoint, it
certainly would have been my expectation from a compliance standpoint that a core
function of the broker-dealer would report into from a supervisory standpoint. The
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supervisory in a broker-dealer context would have reported in through the CEO. So what
we were really trying to show in supervisory procedures wasn't necessarily -- wasn't necessarily
reporting relationships as far as HR relationships go, more so in terms of from a pure
supervision of the broker-dealer standpoint, how would that have flown or how would that --
how would that -- the flow of that look."

Do you remember giving that testimony?

A I--1don'tremember giving that testimony. I remember -- I remember giving a third
testimony, and I'm not disputing that those were the words that I said; I just don't
remember giving that.

Q Youdon't doubt that you gave that testimony?

A No.

(Hearing- Day 5, 1391:11-1393:12, Oct. 31, 2014)

212. Johnson was initially hired to head the Stock Loan department at PFSI.

a. Response: Dispute — accuracy of statement. The Division’s statement is not
supported by the cited testimony nor any evidence in the current record.

b. Counterstatement: Johnson’s first position at Penson was Vice President of
Securities Lending.

c. Support:

e Johnson Testimony

Mr. Johnson, at any point in your career, were you employed by Penson Financial Services?
A Yes.

Q What was your title and job?

A I think for Penson Financial Services, it was Vice President of Securities Lending.

(Hearing- Day 2, 513:17-513:22, Oct. 28, 2014)

213. Johnson was a very involved supervisor of PFSI’s Stock Loan department
throughout the time period relevant to this case. He was the “big boss”; the leader of PFSI’s
Stock Loan group.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: De La Sierra testified that Johnson was a very involved
supervisor of PFSI’s Stock Loan department and that he was the leader of
PFSI’s Stock Loan group. Wetzig testified that he was the “big boss” of PFST' s
Stock Loan department.

c. Support:

e De La Sierra Testimony
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Q ... Who was Mike Johnson?

A Mike Johnson was the Senior Vice President of Securities Lending. He was my boss.
Q He was your boss?

A Yes.

How would you describe Mr. Johnson as a boss, as a supervisor? Was he involved,
detached?

A He was very involved.

o

(Hearing- Day 1, 217:4-12, Oct. 27, 2014)

Q Now, you were the Vice President; am I getting your title right, the Vice President of PFSI

Stock Lending?
A Yes.
And how many direct reports did you have?

Q
A Just Lindsey.

Q Okay. And how many people were below Lindsey?

A Lindsey, four.

Q Okay. Did you feel that they kind of all rolled up to you, that you were the leader of that
group?

A No. I felt like that Mike was.

Q Mike was the leader of that group?

A Right

(Hearing- Day 1, 309:11-309:23, Oct. 27, 2014)

e Wetzig Testimony

Q Okay. Now, you mentioned -- you mentioned Mr. Johnson, Mike Johnson. I want to talk a
little bit about Mr. Johnson. Could you describe his involvement in Penson Financial Services,

the broker-dealers Stock Lending operations.
A So Mike was obviously the big boss. He was, you know, the guy in the corner office, and

he was hired from LoanNet.
(Hearing- Day 2, 350:17-350:24, Oct. 28, 2014)

Q [ think the question was generally about Mr. Johnson and his involvement in Penson
Financial Services Stock Lending group.

A So, yes, Mike knew the -- the stock loan business well, and he was involved in, you know,
everything that we did. If we had any questions or issues, we would -- we felt free to come talk
to him.

(Hearing- Day 2, 351:15-351:21, Oct. 28, 2014)

Q And I know you mentioned Mr. Johnson's knowledge of Stock Lending. Talk to us about
his -- his involvement in the Penson Financial Services Stock Lending group. Was he hands on,
hands off? How would you describe it?
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A T would -- I would say that he was hands on.
(Hearing- Day 2, 352:8-352:13, Oct. 28, 2014)

Q Was he a hands-on or a hands-off manager of the PFSI Stock Loan department?
A He -- he was hands-on.

(Hearing- Day 2, 415:24-416:1, Oct. 28, 2014)

214. Johnson was personally involved in borrowing securities for PFSI customers,
locating shares for PFSI customers, and in financing activities for PFSI.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: De La Sierra testified that Johnson was involved in
borrowing securities for PFSI customers, locating shares for PFSI customers, and
in financing activities for PFSI.

c. Support:

e De La Sierra Testimony

Q How would you describe Mr. Johnson as a boss, as a supervisor? Was he involved,
detached?

A He was very involved.

Q What makes you say that?

A Well, he -- he was on the phones. He had accounts he dealt with that he would -- you
know, first thing in the morning, 6:00 a.m., whenever we were up, he was loaning securities.
He would get involved if we needed to borrow, if we needed to finance.

Q The accounts that Mr. Johnson dealt with, were those accounts at Penson Financial
Services, the broker-dealer?

A Yes.

Q The borrows Mr. Johnson dealt with, were those borrows for Penson Financial Services
customers?

A Yes, they were.

Q And ]I think you also mentioned doing locates. Or did I mishear you? I'm sorry.

A 1didn't mention it, but he would get involved in locates. If there was something really hard
or none of us could find them, he would also get involved.

Q And was that also something, again, for Penson Financial Services, the broker-dealer?

A Yes.

Q Okay. At what point in time did Mr. Johnson become your direct boss? A  When he
started in, I think, 2004 or -5.

Q And was he always your supervisor at Penson Financial Services Stock Lending?

A Hewas.

(Hearing- Day 1, 217:4-218:14, Oct. 27, 2014)

e Wetzig Testimony
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A ...[Johnson] liked loaning securities. So every morning he would come in, participate
in the -- the lending of the securities with his relationships.

Q And when you say "the lending of securities," are we talking about Penson Financial
Services's securities?

A Yes.

(Hearing- Day 2, 352:14-352:20, Oct. 28, 2014)

215. Johnson was involved in substantive issues regarding PFSI Stock Loan, including
issues related to Rule 204.

a. Response: No dispute.

216. Sometime prior to the implementation of Rule 204T, Johnson became the PWI
Senior Vice President for Global Stock Lending, responsible for all of Penson’s worldwide stock
lending operations.

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 117 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 117 as set forth below.

c. Support:
e Stip. FOF 117

FOF 117. Sometime prior to the implementation of Rule 204T, Johnson became the PWI
Senior Vice President for Global Stock Lending, responsible for all of Penson’s
worldwide stock lending operations.

(See Order on Stipulations)

217. Johnson’s interactions with the PFSI Stock Loan department did not significantly
change after his promotion. He remained a highly-involved, hands-on manager over PFSI Stock
Loan.

a. Response: Dispute — accuracy of statement. Statement not supported by cited
testimony.

b. Counterstatement: After Johnson’s employment changed to Penson Worldwide,
Johnson remained involved in borrowing and lending securities for PFSI.

c. Support:

e De La Sierra Testimony

Q Do you know whether there came a time where Mr. Johnson was -- his employment
changed from Penson Financial Services to Penson Worldwide? A Yes, it did.
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Q Describe for us how his interaction with you changed once he changed employment at
Penson Worldwide?

A Isaw little change.

Q What do you mean by that?

A He was involved with PFSI as he was before.

Q And what were the ways that you saw Mr. Johnson remain engaged with PFSI Stock
Lending?

A He was still lending securities, borrowing. He still had his few contacts that he was
dealing with. He still maintained a relationship with them where he was the primary contact for
them. It didn't change.

Q Before Mr. Johnson was moved into a PWI employee, how often did you and Mr. Johnson
interact?

A Daily.

Q How about afterwards; how often did you and Mr. Johnson interact?

A Also daily.

(Hearing- Day 1, 218:15-219:14, Oct. 27, 2014)

o  Wetzig Testimony

Q Allright. And in practical terms, describe how his involvement with the Penson
Financial Services Stock Lending group changed when his title changed.

A I don't think his involvement changed very much. I mainly think it was a title upgrade and
he -- whether he was a Vice President or Senior Vice President, he ran all of the Stock Loan;
so our Canadian office, our London office, our Australian office and our Dallas office.

(Hearing- Day 2, 353:5-353:13, Oct. 28, 2014)

Q Allright. Ithink when you started talking about Mr. Johnson, you described him as the
"big boss." Was that true both before and after his promotion?

A Correct.

(Hearing- Day 2, 354:5-354:8, Oct. 28, 2014)

e Yancey Testimony

Q Tell me a little bit now about the Stock Loan department at PFSI and who -- let's start with
who headed Global Stock Lending?

A Mike Johnson.

Q And was he responsible for stock lending in the U.S. as well as global?

A Yes, ma'am.

Q Who reported to him?

A Rudy De La Sierra, Brian Hall, Lindsey Wetzig. Mark McCain, Dawnia Robertson, Logan
Satterwhite. I think it's Dawnia Robertson.

(Hearing- Day 7, 1830:14-1830:24, Nov. 4, 2014)
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218. After his promotion, Johnson remained associated with PFSI.

a. Response: No dispute.

219. After his promotion, Johnson continued to engage in stock lending activity for
PFSIL

a. Response: No dispute.

220. Pendergraft considered Johnson one of the best technicians on Wall Street.
a. Response: No dispute.

¢ Johnson Testimony

Q Okay. Do you ever recall Mr. Pendergraft saying things like he thought you were one of
the best technicians on Wall Street?
A Yes.

(Hearing- Day 2, 529:15-529:18, Oct. 28, 2014)

221. As President and CEO of PFSI, a broker-dealer, supervision rested with Yancey
unless and until he reasonably delegated supervisory responsibility to another qualified
individual.

a. Response: Dispute. The Division’s statement calls for a legal conclusion.

b. Counterstatement: See Yancey Prop. COL 9.

i. Alternatively, the statement should be modified as follows:

Yancey and Poppalardo both agreed that supervision rests with the
CEO of a broker-dealer unless and until the CEO delegates supervisory
responsibility by assigning supervisory responsibility to experienced,
qualified individuals of the firm.

c. Support:

e Yancey Testimony

Q Now, Mr. Yancey, from 2008 to 2011, you were the President and CEO of Penson

Financial Services; is that correct?
A Yes, sir.
() And Penson Financial Services was a broker-dealer, correct?

170



A Yes, sir.

Q Would you agree with me that at a broker-dealer like Penson Financial Services,
supervision rests with the CEO unless and until he reasonably delegates supervisory
responsible -- responsibility -- excuse me -- by assigning experienced, qualified individuals
to supervise the business activities of the firm?

A Yes, sir.

(Hearing- Day 3, 877:23-878:11, Oct. 29, 2014)

e Ex. 828 (Poppalardo Expert Report) at 6

In @ financial services firm, supervision rests, initially, with the CEO, unless and until he
reasonably delegates supervisory m;mnsib;!ziy by assigning experienced, qualified individuals
to supervise the business activities of the firmm,’® The roles and responsibilities of a CEO in a

222. As President and CEO of PFSI, Yancey was responsible for compliance with the
securities laws and other requirements imposed on the firm unless and until he reasonably
delegated those functions to another qualified individual.

a. Response: Dispute. The Division’s statement calls for a legal conclusion.

b. Counterstatement: See Yancey Prop. COL 9. See also response to Div. Prop. FOF
221.

i. Alternatively, the statement should be modified as follows:

Yancey agreed that the President of a broker-dealer is responsible for
compliance requirements imposed on his firm unless and until he
reasonably delegates those functions to another person.

c. Support:

¢ Yancey Testimony

Q And ]I think we can also agree that the President of a broker-dealer is responsible for
compliance with all of the requirements imposed on his firm unless and until he
reasonably delegates functions to another person in the firm and neither knows nor has
reason to know that such a person's performance is deficient; would you agree with that
statement?

A I would, sir.

(Hearing- Day 3, 878:12-878:19, Oct. 29, 2014)

223. As President and CEO of PFSI, the buck stopped with Yancey.
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a. Response: Dispute — accuracy of statement.

b. Counterstatement: Yancey agreed that, as a general principle, the buck stopped
with him in his position as President and CEO.

c. Support:

e Yancey Testimony

All right. Mr. Yancey, have you heard the phrase "the buck stops here"?
Sure.

Would you agree that as President and CEO, the buck stops with you?

I think as a general principle, yes.

>0 >0

(Hearing- Day 3, 878:20-878:25, Oct. 29, 2014)

224. If there is confusion about who is supervising an individual at a broker-dealer, the
president of the broker-dealer retains the supervisory responsibility.

a. Response: Dispute. The Division’s statement calls for a legal conclusion.

b. Counterstatement: See Yancey’s Response to Division’s Prop. COL 29.

i. Alternatively, given the cited testimony, the statement should be modified
as follows:

Poppalardo agreed that if there is confusion about delegation, the
president of the broker-dealer retains the supervisory responsibility.
Poppalardo testified that there was not any confusion in this case.

c. Support:

e Poppalardo Testimony

Q Okay. And you would agree with me, wouldn't you, that the law is that if a president
testifies that he has delegated responsibility but there is confusion about that delegation,
the president retains the responsibility for supervision?

MS. ADDLEMAN: Objection, calls for a conclusion, legal conclusion.

JUDGE PATIL: Overruled.

A Ithink that -- I think you're right, but I don't think there was any confusion in this
case. BY MS. ATKINSON:

Q Butyouwould agree with me that the law is that if there is confusion, then the president
retains the responsibility?

A Ifthereis confusion, yes.

(Hearing- Day 8, 2038:16-2039:5, Nov. §, 2014)
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225. Until Johnson was promoted to PWI Senior Vice President for Global Stock
Lending, Yancey was Johnson’s supervisor.

a. Response: No dispute, although the Division’s statement is redundant of Stip.

FOF 118 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 118 as set forth below.

c. Support:
e Stip. FOF 118

FOF 118. Until Johnson was promoted to PWI Senior Vice President for Global Stock
Lending, Yancey was Johnson’s supervisor.

(See Order on Stipulations)

226. Pendergraft or another PWI executive directed Johnson with respect to his global
responsibilities, but did not supervise Johnson as to regulatory and compliance issues.

Responsibility for supervision as to regulatory and compliance issues would have remained at
PFSIL

a. Response: Dispute. Testimony and other evidence controverts the Division’s
statement.

b. Counterstatement: Pendergraft supervised and directed Johnson regarding all
Johnson’s responsibilities, including for PFSI and for regulatory and compliance.

c. Support:

e See Yancey’s Prop. FOF 9 (Pendergraft agrees he performed supervisory
activities with respect to Johnson), 10 (Pendergraft supervised Johnson with
respect to regulatory and compliance issues), 14 (Pendergraft admits he
supervised Johnson), 21 (Pendergraft accepted supervision of Johnson
unconditionally), 22 (employees observed Pendergraft supervising Johnson)
and accompanying citations and support.

e  Poppalardo Testimony

A . ..Ifeel really strongly that - - that you just can’t parse the business activities from
the regulatory requirements. . . .
A T’ve never seen it.

(Hearing-Day 8, 1999:8-24, Nov. 5, 2014)

e  Hasty Testimony
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Q Did you ever believe that Mr. Pendergraft supervised Mr. Johnson from an operational
perspective, and not from a regulatory perspective?
A No.Idon’t believe you can separate the two.

(Hearing-Day 7, 1745:5-7, Nov. 4, 2014)

e  See also Johnson Testimony

Q: Did you talk with Mr. Pendergraft about Reg SHO?

A: Yes.

Q: Would Reg SHO only have applicability to the broker-dealer Stock Loan function?
A: Yes.

(Hearing-Day 2, 541:17-544:10, Oct. 28, 2014)

e Pendergraft Testimony

Q: If supervise means give guidance on how to properly run the Stock Loan Department of PFSI
in Dallas, how would you answer the question?
A: Then I would say that I provided supervision to Mr. Johnson.

. .. in this time frame that Mr. Johnson reported to me, he would have largely taken his
direction from me.

(Hearing-Day 6,1521:5-11; 1513:5-7, Nov. 3, 2014)

227. Pendergraft does not believe that Yancey delegated supervision of Johnson to
Pendergraft.

a. Response: Dispute. Testimony controverts the Division’s statement.

b. Counterstatement: Pendergraft admits that Johnson directly reported to him and
that he supervised Johnson.

c. Support:

e Pendergraft Testimony

Q ... Atany time, so just throw the date away for a moment, do you recall saying to Mr.
Yancey that you wanted to put Mr. Johnson under you, that you wanted to take him and put him
under you for a global purpose?

A Well, I'm sure that whenever Mr. Johnson -- whenever I picked up that as a direct report,
whenever I picked up Mr. Johnson as direct report, I'm highly confident that I talked with
Mr. Yancey about it. 1 don't remember a specific conversation, but I’'m sure that whenever that
was that I did pick up that direct report, I’'m sure there were conversations about that.

(Hearing-Day 6, 1512:10-1512:21, Nov. 3, 2014)
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Q Did you, from 2008 to 2011, supervise Mr. Johnson in his supervision of PFSI’s stock
lending?

A Well, to the extent that Mr. Johnson provided—well, in certain ways, yes. The PFSI
stock lending business rolled up to Mr. Johnson, and Mr. Johnson would have rolled up to me or
to somebody else at the -- in the global organization.

(Hearing-Day 6, 1462:1-7, Nov. 3, 2014)

Q: If supervise means give guidance on how to properly run the Stock Loan Department of PFSI
in Dallas, how would you answer the question?
A: Then I would say that I provided supervision to Mr. Johnson.

(Hearing-Day 6, 1521:5-11, Nov. 3, 2014)

228. It would not be inappropriate to split out regulatory and compliance supervision
from operational supervision.

a. Response: Dispute. Testimony exists that controverts the Division’s statement.

b. Counterstatement: Poppalardo testified that you cannot parse out regulatory and
compliance from operational supervision.

c. Support:

e  Poppalardo Testimony

A ...Ifeel really strongly that - - that you just can’t parse the business activities from
the regulatory requirements. . . .
A D’ve never seen it.

(Hearing-Day 8, 1999:8-24, Nov. 5, 2014)

e  Hasty Testimony

Q Did you ever believe that Mr. Pendergraft supervised Mr. Johnson from an operational
perspective, and not from a regulatory perspective?
A No. I don’t believe you can separate the two.

(Hearing-Day 7, 1745:5-7, Nov. 4, 2014)

229. As a practical matter, employees who had responsibilities at both PFSI and PWI
could be supervised by a PWI executive for certain matters and a PFSI executive for other
matters.

a. Response: Dispute — accuracy of statement; overly broad and not supported by
testimony.
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b. Counterstatement: McCain testified that, during the time he acted as interim
treasurer of PWI, he reported to Pendergraft relating to responsibilities associated
with financing the firm and Yancey with respect to his duties as it related to the
broker-dealer items. McCain did not testify that business activities could be
parsed from regulatory requirements.

c. Support:

e McCain Testimony

Q When you were interim treasurer of PWI, did you still have duties with PFSI? A 1did.
Q And during that time period, you were still supervised by Bill Yancey, correct?

A As itrelated to the broker-dealer items, that my other areas reported to Bill, yes. With
financing, I felt like I reported to Phil.

Q Forthe PWI interim treasurer role, did you report to Phil? Is that what you said, Mr.
Pendergraft?

A Yes.

Q Allright. So at that point in time, you reported both to Mr. Pendergraft for purposes of
PWI issues and Mr. Yancey for purposes of PFSI issues?

A Ireported to Phil as it relates to the items or the responsibilities as it related to the financing
in the firm, and my focus was on broker-dealer.

(Hearing- Day 9, 2202:14-2203:6, Nov. 6, 2014)

230. It would not necessarily have been obvious to PFSI employees if there had been a
split in Johnson’s supervision between Yancey and Pendergraft.

a. Response: Dispute — accuracy of statement; overly broad and not supported by
testimony.

b. Counterstatement: Miller testified that she was unsure that she would have been
aware of a split-supervisory relationship as between Yancey, Pendergraft, and
Johnson.

c. Support:

e Miller Testimony

Q Ifthere had been a split in the supervision, if Bill had part of Mike and Phil had part of
Mike, is that the kind of thing in your position that you think you would have been aware of?
A I'm not sure that I would have been aware of that.

(Hearing- Day 11, 2588:3-2588:8, Nov. 10, 2014)

176



231. Numerous witnesses had different understandings of Johnson’s supervision after
Johnson became Senior Vice President of Stock Lending for Penson Worldwide.

e Response: Dispute — Testimony exists that controverts the Division’s statement.

e Counterstatement: There was no confusion at Penson about who supervised
Mike Johnson. Witness after witness confirmed that Pendergraft supervised
Johnson.

e Support:

o Pendergraft Testimony

Q: Here is what I want to know. It sounds to me like you’re saying, Look, I dealt a lot with Mr.
Johnson and I supervised Mr. Johnson, and Mr. Johnson had responsibilities at PWI Canada and
he had responsibilities at PFSI Dallas, and I supervised him with respect to those responsibilities.
But if—when it comes to regulatory and compliance supervision at PFSI, not me; is that fair?

A: Or at any other organization.

Q: Or at any other organization. Okay.

A: That’s correct.

Q: If supervise means give guidance on how to properly run the Stock Loan Department of
PFSI in Dallas, how would you answer the question?
A: Then I would say that I provided supervision to Mr. Johnson.

(Hearing — Day 6, 1519:22-1520:7, 1521:7-11, Nov. 3, 2014)

o Johnson Testimony

Q: Did you tell them that after you were promoted to the PWI position, that the only
supervisor you had was either Phil Pendergraft or Dan Son?
A: Yes.

Q: And [during the relevant time period], did you only have one supervisor, and was that
either Mr. Phil Pendergraft or Mr. Dan Son?
A:Yes.

(Hearing — Day 2, 537:15-18, 537:25-538:3, Oct. 28, 2014)

o Yancey Testimony

Q: But did Phil very clearly state to you that he would be Mike Johnson’s supervisor?
A: Yes, ma’am.

(Hearing — Day 7, 1846:12-14 Nov. 4, 2014)

o Gardner Testimony
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Q: Who was Mike Johnson’s supervisor during the time period August 2008 through
November of 2011?
A: Phil Pendergraft.

Q: Was Mike Johnson proud of who he reported to?
A: Yes, he was. . . he told everyone that he was . . . reporting to Phil Pendergraft at Penson

Worldwide.

(Hearing — Day 4, 1149:14-16, 1152:1-6, Oct. 30, 2014)

o McCain Testimony

Q: Who was Mike Johnson’s supervisor?
A: Phil Pendergraft.

Q: How did you come to that understanding?

A: That’s like asking why water is wet. That’s just the way it was. You know, Phil told me
and—and clearly, Mike made it clear to everybody that he reported to Phil. There wasn’t any
question as to who reported to who. If anybody had any question, Mike would set you straight
real fast.

(Hearing — Day 9, 2181:19-20, 2182:10-16, Nov. 6, 2014)

o Hasty Testimony

Q: [Y]ou were never confused about who supervised Mike Johnson; is that right?
A: 1 was not, no.

Q: Okay. Who was that?

A: Phil Pendergraft.

Q: And you are not aware of anyone at Penson who was confused about Mike Johnson’s

supervisor?
A: No.

(Hearing — Day 7, 1794:1-8, Nov. 4, 2014)

o Delaney Testimony

Q: And did you have any ambiguity whatsoever about who Mike Johnson reported to?
A: No.

Q: And whodid Mike Johnson report to?

A: Phil Pendergraft.

Q: I apologize for this question, because you may have been the witness to say it, but
during this trial, have you heard testimony about Mr. Johnson proudly and publicly stating
that he reported only to Mr. Pendergraft?
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A: That was my testimony and I heard other testimony that stated that.

Q: And that, in fact, not only did he report to Mr. Pendergraft, but that he specifically and
explicitly did not report to and was not was not supervised by Mr. Yancey?

A: Yes.

(Hearing — Day 5, 1216:25-1217:4, 1338:2-1338:13, Oct. 31, 2014)

o Miller Testimony

Q: If you had been asked by Mr. Warner in either of your prior two testimonies about who
supervised Mike Johnson, what would you have told him?
A: Hereported to Phil Pendergraft.

(Hearing — Day 11, 2585:9-12, Nov. 10, 2014)

o Wetzig Testimony

Q: Were you surprised to get an instruction from Mr. Johnson that was conveying an
instruction from Mr. Pendergraft?

A: No, sir, not at all.

Q: That was a fairly common occurrence, was it not?

A: It was common, yes, sir.

(Hearing — Day 2, 417:7-13, Oct. 28, 2014)

o DeLaSierra Testimony

Q: Mr. DeLaSierra, given your personal observations and the documents we’ve discussed,
in our experience with supervisors, you would agree that Mr. Pendergraft was supervising
Mr. Johnson?

A: Yes.

Q: Okay. And, indeed, that supervision extended to PFSI activities?

A: Yes.

(Hearing — Day 2, 302:22-303:4, Oct. 28, 2014)

o Ex. 446 Hall Brady Letter

8. Brian Hall told the Division that Michael Johnson reported to Phil Pendergraft.

a. Yancey testified that, in August 2008, Pendergraft wanted to make Stock Loan a
global product line and make Johnson the Senior Vice President for Securities Lending for PWI,
and thatthat time Yancey fully delegated all supervisory responsibility for Johnson and for
PFSI’s Stock Loan department to Pendergraft.
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e Response: Dispute — accuracy of statement.

e Counterstatement: Yancey testified that, in August 2008, Pendergraft cast a big
vision for developing a global securities lending Senior Vice President role and
that Pendergraft wanted Johnson to fulfill that role. Yancey agreed and
Pendergraft confirmed he wanted to move Johnson and that department under
his supervision. So Yancey fully delegated all supervisory responsibility for
Johnson to Pendergraft without any limitations.

e Support:

e Yancey Testimony

Q [I]tis your position that you did not have a duty to supervise Mike Johnson, the head of
Stock Lending, because you had delegated that duty to Phil Pendergraft?

A After August of 2008?

Q After August of 2008.

A Yes, sir.

Q How did that delegation occur, how did you do that?

A In the summer of 2008, Mr. Pendergraft came to me and cast a big vision for
developing a global security lending Senior Vice President role. Securities were lent in the
United States through Penson Financial Services. In Canada, through Penson Financial
Canada; and in London, through Penson Financial U.K. And his vision was that all of
those similar business lines would benefit from someone that could help them with
technology, with efficiencies and deep domain knowledge. And so he -- he really cast a big
vision for this role that he had decided he wanted to build.

Q And was there anything else in terms of delegating your supervision of Mike Johnson to
Mr. Pendergraft?

A Yes, sir.

Q What was that?

A So Mr. Pendergraft cast this vision, and he said, and I want Mike Johnson to run that group.
Mike has indicated an interest to me on a number of occasions of wanting some international
opportunities, and I want to use him in that way. I want to put him under me, he said. And I
said, Phil, in light of your background, strong operational background, in light of the fact
that you have a Series 27 and I do not, in -- in light of the fact that you previously had
supervised this group and built this group at this firm, I think that's probably a -- a good
idea. You have close proximity; both of you are on the 19th floor, you're involved in firm
financing. So this seemed entirely logical to me.

And so I said, so you want to move him under you. And I said, is he going to continue to
be engaged in Penson Financial Services matters? And he said, oh, yes. And I said, so
you're going to move that department? You're going to let him continue to supervise
there? Yes. Then you're going to move that department under your supervision? And he
said, yes. And I said, so you become the supervisor for this whole area? And he said, yes,
without any limitations.

(Hearing- Day 4, 946:22-948:17, Oct. 30, 2014)
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b. Pendergraft testified that, while he directed Johnson’s activities as Senior Vice
President for Global Stock Lending, he did not have supervisory responsibility over Mr. Johnson
for regulatory or compliance issues, and that supervisory responsibility for those issues lay with
someone at PFSI rather than Penson Worldwide.

e Response: Dispute — Testimony and documents contradict Division’s statement.

e Counterstatement: Pendergraft directed, advised, and supervised Johnson on all
aspects of his job, including at the PFSI level, and including regulatory and
compliance issues.

e Support:

o Pendergraft Testimony

Q: If supervise means give guidance on how to properly run the Stock Loan Department of PFSI
in Dallas, how would you answer the question?
A: Then I would say that I provided supervision to Mr. Johnson.

(Hearing — Day 6, 1521:7-11, November 3, 2014)

o Exs. 563, 638 (emails from Johnson to Pendergraft reporting on FINRA
reviews).

o Ex. 730 (email from Johnson to Pendergraft regarding easy to borrow lists
and regulatory criteria).

o Ex. 813 (Pendergraft providing revisions on a Special Compliance
Memorandum regarding Rule 204).

o Johnson Testimony

Q: Did you talk with Mr. Pendergraft about Reg SHO?

A: Yes.
Q: Would Reg SHO only have applicability to the broker-dealer Stock Loan function?

A: Yes

Hearing — Day 2, 541:25-542:4, Oct. 28, 2014

c. Johnson testified that he reported to Pendergraft, but that PFSI’s Stock Loan
department was supervised by Yancey.

e Response: Dispute — Testimony contradicts Division’s statement.
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e Counterstatement: Johnson supervised PFSI’s Stock Loan department and
Johnson reported to and was supervised by Pendergraft.

e Support:

o Johnson Testimony

Q: Did you tell them that after you were promoted to the PWI position, that the only
supervisor you had was either Phil Pendergraft or Dan Son?
A: Yes.

Q: And [during the relevant time period], did you only have one supervisor, and was that
either Mr. Phil Pendergraft or Mr. Dan Son?

A:Yes.
(Hearing- Day 2, 537:15-18, 537:25-538:3, Oct. 28, 2014)

o Stip. FOF 55 (“Johnson oversaw securities lending activities at PFSI.”)

o Yancey’s Prop. FOF 9, 14, 101, and 102 and supporting evidence therein
(evidence that Pendergraft supervised Johnson)

o See, e.g., De La Sierra Testimony

Q: Mr. DeLaSierra, given your personal observations and the documents we’ve discussed, in our
experience with supervisors, you would agree that Mr. Pendergraft was supervising Mr.

Johnson?

A: Yes.
Q: Okay. And, indeed, that supervision extended to PFSI activities?

A: Yes.

(Hearing-Day 1, 302:22-303:4, Oct. 27,2014)

o See, e.g., Ex. 571 (2009 Organizational Chart)
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d. De La Sierra testified that he believed Johnson reported to Dan Son.

e Response: Dispute — other testimony contradicts Division’s statement.

e Counterstatement: DelaSierra testified that given his personal observations and
experience with supervisors, Pendergraft supervised Johnson, including as to
PFSI activities.

e Support:

o De La Sierra Testimony

Q: Mr. DeLaSierra, given your personal observations and the documents we’ve discussed, in
our experience with supervisors, you would agree that Mr. Pendergraft was supervising Mr.
Johnson?

A: Yes.

Q: Okay. And, indeed, that supervision extended to PFSI activities?

A: Yes.

(Hearing- Day 1, 286:21-286:22, Oct. 27, 2014)
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See also, Yancey Prop FOF 6 (“Bill Yancey delegated supervision of Michael Johnson to Phil
Pendergraft in approximately August 2008”) (and evidence cited therein), Yancey Prop FOF 18
(“Employees at Penson understood Michael Johnson reported to and

was supervised by Phil Pendergraft™) (and evidence cited therein).

232. No one other than Yancey and Pendergraft was present for the August 2008
conversation where Yancey purportedly delegated all supervisory responsibility for Johnson and
for PFSI’s Stock Loan department to Pendergraft.

a. Response: Dispute — accuracy of statement; overly broad.

b. Counterstatement: There is no evidence in the current record that anyone other
than Yancey and Pendergraft was present for the August 2008 conversations
where Yancey delegated all supervisory responsibility for Johnson.

c. Support:

e Pendergraft Testimony

Q: ... Atany time, so just throw the date away for a moment, do you recall saying to Mr.
Yancey that you wanted to put Mr. Johnson under you, that you wanted to take him and put him
under you for a global purpose?

A: Well, I'm sure that whenever Mr. Johnson -- whenever I picked up that as a direct report,
whenever I picked up Mr. Johnson as direct report, I'm highly confident that I talked with
Mr. Yancey about it. I don't remember a specific conversation, but I’m sure that whenever
that was that I did pick up that direct report, I’m sure there were conversations about that.

(Hearing-Day 6, 1512:10-21, Nov. 3, 2014)

e Yancey Testimony

Q Your conversation where you delegated to Mr. Pendergraft was sometime in August of
2008. That's your memory?

A To the best of my recollection.

Q Was anybody else in the room when that conversation happened?

A Not that I recall.

(Hearing- Day 4, 989:15-989:21, Oct. 30, 2014)

233. Pendergraft does not recall the August 2008 conversation.

a. Response: No dispute.
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234. Pendergraft recalls that stock lending was made a global product unit in
approximately 2007.

a. Response: Dispute — Testimony contradicts Division’s statement.

b. Counterstatement: Pendergraft does not recall when stock lending was made a
global product unit.

c. Support:

e Pendergraft Testimony

Q: Does 2008 generally sound like about the time that you recall Mr. Johnson moving from

PFSIto PWI?
A:1really don't remember

(Hearing- Day 6, 1512:7-9, Nov. 3, 2014)

See also Yancey Prop FOF 6 (“Bill Yancey delegated supervision of Michael Johnson to Phil
Pendergraft in approximately August 2008™) (and evidence cited therein)

235. Pendergraft’s interaction with the PFSI Stock Loan department did not materially
change after Johnson’s promotion from Vice President to Senior Vice President; Pendergraft was
always fairly involved in what PFSI Stock Loan was doing.

a. Response: Dispute — evidence contravenes Division’s statement.

b. Counterstatement: Pendergraft was involved in the affairs of the broker dealer and
PFSI’s stock loan department. Pendergraft was an Executive Vice President and
registered person of PFSI. Pendergraft actively supervised and frequently
communicated with and directed Johnson after Pendergraft picked up Johnson as
a direct report.

e Stip. FOF 75 (“During the relevant period Phil Pendergraft was an executive
vice president of PFSI.”)

e Pendergraft Testimony

Q: ... Atany time, so just throw the date away for a moment, do you recall saying to Mr.
Yancey that you wanted to put Mr. Johnson under you, that you wanted to take him and put him

under you for a global purpose?
A: Well, I'm sure that whenever Mr. Johnson -- whenever I picked up that as a direct

report, whenever I picked up Mr. Johnson as direct report, I'm highly confident that I
talked with Mr. Yancey about it.

Q:  Did you, from 2008 to 2011, supervise Mr. Johnson in his supervision of PFSI’s
stock lending?
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A:  Well, to the extent that Mr. Johnson provided—well, in certain ways, yes. The PFSI
stock lending business rolled up to Mr. Johnson, and Mr. Johnson would have rolled up to me
or to somebody else at the -- in the global organization.

(Hearing- Day 6, 1512:10-21, 1462:1-7, Nov. 3, 2014)

See also Yancey Prop. FOF 18 (“Employees at Penson understood Michael Johnson reported to
and was supervised by Phil Pendergraft.”) (and evidence cited therein); Yancey Prop FOF 14
(“Phil Pendergraft supervised Mike Johnson”) (and evidence cited therein); Yancey Prop FOF 6
(“Bill Yancey delegated supervision of Michael Johnson to Phil Pendergraft in approximately
August 2008) (and evidence cited therein); Yancey Prop FOF 9 (describing Pendergraft’s
supervision of Johnson from 2008-2011) (and evidence cited therein); Prop FOF 10 (describing
Pendergraft’s supervision of Johnson from 2008-2011) (and evidence cited therein); Yancey
Prop FOF 12 (describing Pendergraft’s supervision of Johnson) (and evidence cited therein);
Yancey Prop FOF 13 (describing Pendergraft’s supervision of Johnson) (and evidence cited
therein).

o Sceeg., Exs. 502;506;515; 517; 521; 526; 527; 528; 529; 248; 549; 550; 557,
563; 565; 573; 590; 591; 605; 607; 627; 636; 638; 664; 666; 667; 668; 670; 678;
684; 688; 707; 709; 710; 711; 726; 7.30; 741, 780; 783; 786; 788; 790; 791;
792; 793; 794; 795; 796; 797; 801; 803; 804; 806; 809; 813; 824 (documents
evidencing Pendergraft’s constant supervision of Johnson)

236. Pendergraft interacted with Johnson with respect to Reg SHO issues in 2005, which
was during the time period that Johnson was Vice President for PFSI Stock Loan and did not
report to Pendergraft.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: One conversation in which Michael Johnson discussed Reg
SHO issues with Pendergraft occurred in 2005, which was during the time
period that Johnson was Vice President for PFSI Stock Loan.

c. Support:

e Johnson Testimony

Q Mr. Johnson, one of the things that Mr. Yancey's counsel was asking you about was prior
testimony that you gave, and the question and answer was: Question: Tell me about the
communications with Mr. Pendergraft about Reg SHO.

The answer was: I think that Reg SHO was, quote, hey, Phil, I'm sitting here and you're not
doing anything about it. Do you know the rules? So I need a check for 150,000 to do
something with it, to try to work with Jill Zacha and other people -- it wasn't all me -- and to put
some in place to comply with Reg SHO.

Do you recall discussing that with Mr. Yancey's counsel?

A Yes.
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Do you recall the context of this conversation with Mr. Pendergraft and asking for 150,000?
Yes.

What was it?

Jill Zacha, at that time, ran Legal and Compliance for PFSI, and I was just hired in. And at
this point, I reported to Rich Hart; Mr. Yancey wasn't there, I don't believe. They -- I said, what
are you doing? Because I just came from SunGard, and I said, what are you doing for the -- it
was to go live January 3rd of that year, and nobody knew anything about it.

So I'm trying to get the firm into compliance with this rule and build a system with a gentleman
named Rob Sammons, which we completed and got in on that date.

Q And was that system called Sendero?

A I'm not sure if it was at that time, but it was what was the catalyst for Sendero.

Q Isee. And you said, I think, Reg SHO was to come in on January 3rd of that year. Do you
recall which year?

A Ithink 2005 would be the January 3rd, because I think I started August or September 1st of
2004. And this was a big rule; it was to give locates, et cetera, and there was nothing done
when I got there.

Q And at the time of this conversation, who, again, did you say you reported to?

A Ireported to Richard Hart, who ran operations.

>0 R0

(Hearing- Day 2, 564:6-565:21, Oct. 28, 2014)

237. There is no document evidencing that Yancey delegated full supervisory
responsibility from Johnson to Pendergraft.

a. Response: Dispute — accuracy of statement; contrary evidence.

b. Counterstatement: Bill Yancey delegated supervision of Michael Johnson to
Pendergraft in approximately August 2008, as evidenced in many documents.

c. Support:

e See Yancey Prop. FOF 6 (and support cited therein)

e Seeeg., Exs. 502; 506; 515; 517; 521, 526; 527; 528; 529; 248; 549; 550, 557,
563; 565; 573; 590; 591; 605; 607; 627; 636; 638; 664; 666; 667; 668; 670;
678; 684; 688; 707; 709; 710; 711; 726; 7.30; 741, 780; 783; 786; 788; 790;
791; 792; 793; 794; 795; 796; 797; 801; 803; 804; 806; 809; 813; 824
(documents evidencing Pendergraft’s constant supervision of Johnson)

e (Compare Ex. 555 (PFSI Executive Team chart showing Michael Johnson
under Bill Yancey pre-2008) with Ex. 571 (Jan. 2009 organizational chart

showing Johnson not under Yancey, but under Phil Pendergraft)

e Ex. 608 (email from Phil Pendergraft to Dawn Gardner directing her to move
Mike Johnson to PWI payroll)
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From: Phil Pendergraft

Sent: Thursday, August 14, 2008 9:32 AM
To: Dawn Gardner

Sub ject: Mike Johnson

Dawn:

Effective with the 8/31 payroil, Mike Johnson should be moved to PWI payroll, and his salary adjusted to 600k per
year.

Thanks
Phil

238. The August 2008 e-mail transferring Johnson’s payroll from PFSI to PWI does not
mention supervision.

a. Response: No dispute.

239. Several witnesses testified that PFSI’s organizational charts clearly showed that
Johnson was supervised by Pendergraft.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Several witnesses testified that they relied on PFSI’s
organizational charts to determine the supervisory structure and that those charts
showed Johnson was supervised by Pendergraft.

c. Support:

e Miller Testimony

Q: Are you aware of anyone at Penson that was ever confused from this document, or as a result
of this document, about who supervised Mike Johnson?

A: 1 wouldn’t think so. I would think that people at the firm typically referred to a human
resources org chart rather than this document.

(Hearing-Day 11, 2597:19-24, Nov. 10, 2014)

e Hasty Testimony

Q: If you wanted to know who someone’s supervisor was, what document would you
reference? A: I would use the org charts.

(Hearing-Day 7, 1748:1-3, Nov. 4, 2014)
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¢ Yancey Testimony

Q You also looked with Ms. Addleman at a few org charts. Do you recall that?

A Yes.
Q And I think you said something along the lines of the org charts are clear. It shows a hard

line to the supervisor. Does that sound right?
A Yes.

(Hearing- Day 7, 1916:20-1917:1, Nov. 4, 2014)

Could anyone by looking at this org chart tell that Mike Johnson reported to Phil
Pendergraft?
A I could.

(Hearing- Day 7, 1917:23-1917:25, Nov. 4, 2014)

Q The cover page here [of Exhibit 513] shows an e-mail from Hillary Hinson to Eric Alaniz
dated June 29th, 2009. Do you see that?

A Ido.

Q And if you will go to the PWI page with Phil, Rocky, and Dan at the top. Do you see
that?

A  Yes, ma'am.

Q To whom does Mike Johnson report on this page?

A To Phil Pendergraft.

(Hearing- Day 7, 1853:7-1853:18, Nov. 4, 2014)

e Delaney Testimony

Q: And when you wanted -- if in your work, if you need to know who reported to whom, was
there anything that you referred to?

A: There were documents that the -- that the company had that gave us information
about who reported to who, the org -- company org charts.

(Hearing-Day 5, 1215:11-16, Oct. 31, 2014)

Q And was Mike Johnson at that time transitioned from the broker-dealer, PFSI, to the PWI
parent entity?

A Yes.

Q And how do you know that?

A  Well, I've certainly seen my fair share of org charts and -- but it was common
knowledge.

Q Okay. Did you understand that with that transition, that Mr. Yancey and Mr.
Pendergraft had agreed that Mr. Pendergraft would be the supervisor for Mr. Johnson?
A Yes.
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(Hearing- Day 5, 1331:22-1332:7, Oct. 31, 2014)

Q And I think that you said that the reason that you knew that Mr. Johnson reported
to Mr. Pendergraft was because of these org charts; is that right?
A I believe it was that and that it was just widely understood.

(Hearing- Day 5, 1396:22-1397:1, Oct. 31, 2014)

e McCain Testimony

In your mind, is this org chart clear?
Itis.

Is it confusing in any way?

Not that I can see, no.

>0 R0

(Hearing- Day 9, 2194:5-2194:8, Nov. 6, 2014)

Q Mr. McCain you, discussed this org chart, Exhibit 622, with Ms. Addleman, and I would
like to again go to the page that showed the PWI structure.

Q Mr. McCain, do you believe someone just looking at this org chart could tell that Mike
Johnson reported to Phil Pendergraft?

A I think anybody within Penson that saw this org chart would see this and understand
that Mike reports to Phil Pendergraft.

And how would they know that from this org chart?

They just know it.

Like water is wet?

Yes. Everybody knew that. I cannot make that more clear. That is the way it was.

We could agree that this org chart says that Mr. Johnson reports to Son, correct?

A I see that -- the parenthetical in Mike's box there. But, again, when you're in Penson, you
know really what all of that means.

o ol ye

(Hearing- Day 9, 2209:4-2210:1, Nov. 6, 2014)

240. PFSI’s organizational charts, which were maintained by the Human Resources
department, show Johnson reporting to Dan Son.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: PFSI’s organizational charts for the relevant period, which
were maintained by the Human Resources department, show Johnson reporting to
Dan Son, Phil Pendergraft, and Roger Engemoen with a notation (reporting
to Son). None show Johnson reporting to Yancey.

c. Support:
e See, eg.,Exs. 503,513,514, 520,570
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e Yancey Testimony

Q It's an org chart, as you see, dated January 9th, 2009. Do you recognize this?
A Irecognize the cover.

Q And where do you see Mike Johnson there?

A T see him in the lower left part of the diagram.

Q And he was reporting up to -- it looked like he was reporting up to all three people
there, Dan Son, Rocky Engemoen, and Phil Pendergraft; is that correct?

A No.

Q Tell me what's wrong with that.

A Not a great illustration, perhaps. There was one person of those three at the top who
was widely recognized as doing the vast, vast majority of the -- of the jobs associated with
those positions, and it was Phil Pendergraft.

(Hearing- Day 7, 1846:25-1847:19, Nov. 4, 2014)

Q And to answer my question, it's very simple. Could anyone by looking at this org chart tell
that Mike Johnson reported to Phil Pendergraft?

A Icould

Q Could anyone without intimate knowledge of PFSI tell that?

A I don't know.

Q How could you tell from this org chart that Mike Johnson reported to Phil
Pendergraft?

A Because I knew it was reporting to him.

Q You would agree with me that this org chart says he reports to Mr. Son, correct?

A I see there's a notation in his box like that.

(Hearing- Day 7, 1917:22-1918:10, Nov. 4, 2014)

241. The organizational charts do not clearly show that Johnson was supervised by
Pendergraft.

a. Response: Dispute — accuracy of statement; overly broad.

b. Counterstatement: PFSI’s organizational charts for the relevant period, which
were maintained by the Human Resources department, show Johnson reporting to
Dan Son, Phil Pendergraft, and Roger Engemoen with a notation (reporting
to Son). None show Johnson reporting to Yancey.

c. Support:

e Yancey Testimony

Q It's an org chart, as you see, dated January 9th, 2009. Do you recognize this?
A Irecognize the cover.
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Q And where do you see Mike Johnson there?

A I see him in the lower left part of the diagram.

Q And he was reporting up to -- it looked like he was reporting up to all three people
there, Dan Son, Rocky Engemoen, and Phil Pendergraft; is that correct?

A No.

Q Tell me what's wrong with that.

A Not a great illustration, perhaps. There was one person of those three at the top who
was widely recognized as doing the vast, vast majority of the -- of the jobs associated with
those positions, and it was Phil Pendergraft.

(Hearing- Day 7, 1846:25-1847:19, Nov. 4, 2014)

Q And to answer my question, it's very simple. Could anyone by looking at this org chart tell
that Mike Johnson reported to Phil Pendergraft?

A Icould

Q Could anyone without intimate knowledge of PFSI tell that?

A Tdon't know.

Q How could you tell from this org chart that Mike Johnson reported to Phil
Pendergraft?

A Because I knew it was reporting to him.

Q You would agree with me that this org chart says he reports to Mr. Son, correct?

A T see there's a notation in his box like that.

(Hearing- Day 7, 1917:22-1918:10, Nov. 4, 2014)

e Delaney Testimony

Q And was Mike Johnson at that time transitioned from the broker-dealer, PFSI, to the PWI
parent entity?

A Yes.

Q And how do you know that?

A Well, I've certainly seen my fair share of org charts and -- but it was common

knowledge.

Q Okay. Did you understand that with that transition, that Mr. Yancey and Mr.
Pendergraft had agreed that Mr. Pendergraft would be the supervisor for Mr. Johnson?
A Yes.

(Hearing- Day 5, 1331:22-1332:7, Oct. 31, 2014)
Q And I think that you said that the reason that you knew that Mr. Johnson reported to Mr.
Pendergraft was because of these org charts; is that right?

A Ibelieve it was that and that it was just widely understood.

(Hearing- Day 5, 1396:22-1397:1, Oct. 31, 2014)
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242. Even after Yancey became CEO of PFSI, Pendergraft remained very active in PFSI
issues and interacted with PFSI employees that he did not supervise.

a. Response: Dispute — accuracy of statement; overly broad.

b. Counterstatement: Even after Yancey became CEO of PFSI, Pendergraft
remained active in certain PFSI issues and interacted with PFSI employees.

c. Support:

e Pendergraft Testimony

Q Did you have occasion, while you were in the office at -- in PFSI's office, to interact with
PFSI staft?

A Well, Penson had multiple floors in the building. The Penson Worldwide executive
offices were on one floor, the same floor as Stock Loan and the trading department and
compliance, and -- but the firm's operations, PFSI operations was on a different floor. And
so I would -- yes, any day I was in the office, I would likely be -- have business on all of the
floors and walking around visiting with people.

Q Okay. Mr. Delaney testified that people would frequently come to you for advice and things
like that; it that a fair characterization?

A Yes, probably so.

(Hearing- Day 6, 1596:1-15, Nov. 3, 2014)

e Delaney Testimony

Q And it wasn't unusual for all kinds of people to go into Mr. Pendergraft's office for advice;
isn't that true?

A Idon't know that -- I don't know specific -- I -- I very rarely went into Mr. Pendergraft's
office. It was generally on invitation. I -- I don't know how often others went in to get
advice from him.

(Hearing- Day 3, 695:11-696:17, Oct. 29, 2014)

e  Gover Testimony

A Icanprovide -- I could say examples probably across a multitude of my teams where you
would get a call from Phil saying, "I want to do this," or "I got an escalation from a customer and
he said you made this policy change" or -- just very, very hands-on and very active in making
decisions.

Q Okay. And how often would he do that?

A You know, my interactions with him, it would really kind of vary depending on what
the functions were. But there were times during 2011, 2012 when I had most of the treasury
functions where it was an everyday thing. But he was -- you know, he didn't just swoop in
occasionally. Phil would -- Phil knew the business.
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| (Hearing- Day 1, 196:10-22, Oct. 27, 2014)

e  Wetzig Testimony

Q And was Mr. Pendergraft involved in the business during the whole time that you worked at
Penson?
A Mr. Pendergraft was always interested in our P&L.

(Hearing- Day 2, 412:3-412:6, Oct. 28, 2014)

e De La Sierra Testimony

Q Were you ever in conversations with Phil Pendergraft?

A Regarding financing is the about the only conversations I ever had with Phil
Pendergraft.

Q Isee. Regarding financing. How about -- were you ever copied on e-mails? I think we saw
some copied on e-mails with Phil Pendergraft.

A Yes, I was.

Q Would -- did those involve financing issues?

A Occasionally, yes.

(Hearing- Day 2, 334:14-23, Oct. 28, 2014)

e Yancey Testimony

Q You also spoke with Ms. Addleman about your observations of Mr. Pendergraft speaking to
Mr. Johnson when they were both in the office. Do you recall that?

A Yes.

Q Was Mr. Pendergraft the only person you -- excuse me. Was Mr. Johnson the only person
you ever saw Phil Pendergraft talking to?

No.

Did he talk to lots of PFSI employees?

Yes.

Did you observe him talking to other PSI employees?

From time to time.

And I don't think it's your testimony, but you're not saying that Mr. Pendergraft was the
supervisor of everyone he talked to, are you?

A No.

PO >0 »

(Hearing- Day 7, 1919:21-1920:12, Nov. 4, 2014)

e  McCain Testimony

A Twould agree that -- that Phil was actively involved in many areas. If you want to call that
Philcentric, you can call it Philcentric. But his -- when it comes to PFSI, my recollection of
him being involved was largely focused on Stock Loan and finance, and the rest of his time
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was on the other operating companies.

(Hearing- Day 9, 2212:16-2214:24, Nov. 6, 2014)

243. Pendergraft was involved in the supervision of all aspects of PFSI.

a. Response: Dispute — accuracy of statement; overly broad.

b. Counterstatement: McCain testified that Pendergraft was involved in the
supervision of all aspects of all operating companies, not just PFSI.

c. Support:

e McCain Testimony

Q And he was not sending it to you because he was your supervisor; is that fair?

A That's correct.

Let me make -- let me make another comment here.

Q Yes, sir.

A Phil was not my direct supervisor, but Phil was involved in the supervision of all aspects of
the operating company, all operating com panies, not just PFSI, but London, Canada,
Australia, Nexa. So it wouldn't be unusual at all for him to ask this question of a senior
manager, and I would be surprised if he didn't.

Q It wouldn't be unusual for him to ask that question whether he their direct supervisor or not;
isn't that fair?

A Yes.

(Hearing- Day 9, 2219:19-2220:10, Nov. 6, 2014)

244. Pendergraft gave final approval for bonuses at all PFSI departments, not just the
Stock Loan department.

a. Response: Dispute — accuracy of statement; overly broad.

b. Counterstatement: Generally, copies of all the bonus recommendations would be
given to Pendergraft for his review and McCain testified that his expectation was
that Pendergraft gave the final approval.

c. Support:

e McCain Testimony

Q Mr. McCain, you spoke with Ms. Addleman briefly about an e-mail, and I apologize, I don't
recall the exhibit, but it was about Phil approving bonuses for Stock Lending. Do you recall
generally that conversation?

A Ido, yes.

Q Do yourecall if Mr. Pendergraft had to approve commissions or bonuses for other PFSI
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departments, not just Stock Lending?

A Generally, all of the bonus recommendations were, once they were approved by Phil,
by Bill, and then they would be -- copies would be given to Phil for his review.

Q And would he be the final approver?

A 1 would expect that he would be, yes.

(Hearing- Day 9, 2225:21-2226:10, Nov. 6, 2014)

245. Pendergraft had personal relationships with PFSI customers and would converse
with various PFSI and Penson Worldwide employees, including Mike Johnson, with questions
related to those relationships.

a. Response: Dispute — accuracy of statement; overly broad.

b. Counterstatement: Pendergraft had personal relationships with some PFSI
customers and would converse with various PFSI and Penson Worldwide
employees, including De La Sierra and Johnson, with questions related to those
relationships.

c. Support:

e Johnson Testimony

Q And can you describe, did Mr. Pendergraft have personal relationships with lots of people
on the street?

A Lots of people on the street, as well as lots of the -- you'll have to remember, before Bill
Yancey, Phil -- this was his company before he went public, so, therefore, these customers didn't
care about me or Bill. They go to him; they went to Phil Pendergraft.

Q Allright. And would Phil occasionally come to you to ask you to follow up on
something for one of these personal relationships that Phil had?

A Yes.
Q Did that happen all the time?
A Yes.

(Hearing- Day 2, 566:10-567:1, Oct. 28, 2014)

Q This is from yourself to Phil Pendergraft, dated May 18, 2010, and it says, Bob Jersey wants
to know when and rate on all borrows we do not -- sorry -- we do that cover his short positions.
And then in the last sentence there, you say, "We only allocate HTB, and he receives that. Let
me know how to proceed."

Do you see that?

Q In what context were you communicating with Mr. Pendergraft in this e-mail?

A Bob Jersey was a personal relationship with Phil; he went to Rudy De La Sierra asking
for this information. Rudy came to me; he was uncomfortable giving it out because this is
corporate P&L stuff. And I went to Phil saying, well, this is your guy. What do you want
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to do?
(Hearing- Day 2, 548:9-549:11, Oct. 28, 2014)

Q You say in the top e-mail -- you write back, and now you copy Rudy. And you say, "We
have and they seem not to meet our regulatory criteria." What -- do you know what that
refers to?

A Yes.

Q Can you elaborate?

A Yes. Those various rules to build a need to borrow, an ETB list. And we were very
stringent and strict because we tried to follow all regulatory rules. And this customer went
above us to Phil Pendergraft, because of the relationship of this -- they had a big financial
relationship, Lightspeed and PWI and PFSI. And he's trying to get more items on the list,
which Rudy would do, but they were yelling at him, so he bumped it to Global for me to
take care of it.

Q Okay. So Phil -- and then Phil was then downstreaming it back to you?

A  Yes.

(Hearing- Day 2, 559:12-560:4, Oct. 28, 2014)

246. Johnson received approximately 300 e-mails per day when he was Senior Vice
President for Global Stock Lending.

a. Response: No dispute, although the Division’s statement is redundant of Stip.
FOF 119 previously stipulated to by all parties and there is no basis for a separate
or additional finding of fact.

b. Counterstatement: Stip. FOF 119 as set forth below.

c. Support
e Stip. FOF 119

FOF 119. Johnson received approximately 300 e-mails per day when he was PWI Senior
Vice President for Global Stock Lending.

(See Order on Stipulations)

247. Pendergraft sent others, including Bart McCain, e-mails on topics including PFSI
firm financing, revenue, and regulatory issues.

a. Response: Dispute - overly broad.
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b. Counterstatement: McCain testified that he corresponded with Pendergraft
regarding firm financing when McCain served as interim treasurer and interim
CFO of PWI. Some documents reveal those communications extended to
revenue and regulatory issues.

c. Support:

e McCain Testimony

A ... And also in 2011, Phil Pendergraft asked me to assume the role as interim treasurer for
the entity, and my primary responsibilities there were to help financing of the firm.

(Hearing-Day 9, 2161:13-16, Nov. 6, 2014)

Q You would communicate with Mr. Pendergraft about business issues; is that fair?

A Itis, when it was something that related to the areas that I interacted with him on.

Q And you would communicate with Mr. Pendergraft about things like firm financing; is that
fair?

A Ttis.

(Hearing- Day 9, 2215:18-2215:25, Nov. 6, 2014)

e Ex. 265

Yoz Brian Gover(BGover@PENSON.COM]; Mark FewverMFawver@PENSON.COM]; Bart
McCainbmocan@PENSON.COM];: Tom Delaney{TDetaney@PENSON.COM]

From:  Phil Pendemgreft

Sent  Wed 8/12/2009 8:32:34 AM
Imporancs:

Subject Rencall

Guys

1 would ike to push this call back until early tomosrow or Friday moming so that | can participate. Do you
think this will be e big desl lo them? Have we comumitted to the regulstors that we will do this today?

Piease lat me know &s8p.
Thanks
Phil

e Ex.266
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=, -

From:  Barit

Sent  Thur 11/1272000 11:00:08 PM

brprance; Nonmal

Subject Fwd: bive shest

Tom,

Can you and | discuss the charge for Blue Sheet requests? And could you have
someone look into why MBT's charges are running at the leve} Steve mentions below? |

need to respond o Phil's email beiow and want to fully understand this charge before
doing so.

Thanke.
Bart

Sent: Thu Nov 12 18:44:10 2009
Subject: blue sheet

Hi Phil,

We are getting billed due to regulatory requests to pull blue sheets at

$25 perrequest. This has caused MBT to get billed about 5-6k per month
from these charges. This has gone on for several months. | certainly
don't have an issue with an actual cost of the resource to do this but

this is now becoming really expansive. Atthis rate we can just hire
someone full time to only handle the MBT requests for less than we are
paying now. Would you considar a reduction in this blue sheat charge to
$5 par request? Thanks for your consideration and hope all is well.

Regarus,
Steve

e Ex. 267
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On Nov 5, 2010, at 11:02 AM, Phil Pendergraft wrote:

Bart

Can we get a revenue estimate for BPS for yesterday?
Thanks

Phil

o FEx. 268

To: Phil Pendergrafi{ppendergrafi@penson.com]

ce: Blll Yancey[BYancoy@PENSON.COM]: Kevin McAleerfKMcAIRsr@PENSON.COM]
From:  BartMcCan

Sent Sat 11/20/2010 1:24:18 PM

importance: Nosmal

Subject Re: Pinnacle

P,

Thought the call went well. They kold us of the customers they jost which were atiributed to concems
around our financials. | gave them the talking points you provided me during the MBR and Kevin
expanded on those (and | thought did an outstanding job). Further, we offered to visit with any of thelr
customers that relsed simllar concems.

Allin all, they seamead setisfied when the call ended. Thelr RM, Ryan Dill, participated in the call.
ARerward, | ashed him to stay close to Pinnacle and to keep me up on their temperature so that we coukd
be prosctively sensitive/eipful to them.

Have a safe trip to Asia. Ses you next week.

Bart

e Ex. 269
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Date: Tue, 7 Dec 2010 13:54:30 -0600

To: Bart McCain <bmecain@penson.com>, John Kenny <fkenny@pensan.com>

Subject: 80010317

Gents

This is a Pensan Ainancial acoount with 3 negative equity of about 400k....can you took at this please?
Thanks

Phil

~_000_2416bf05¢49¢4785bef5487fd0085ch8)surnalreportgenerato

e Ex. 270
From: Bart McCain JJJJJPENSON.COM>
Sent: Friday, Dacember 10, 2010 7:11 PM (GMT)
To: Phil Pendergraft JJ Il censon.com>; John Kenny JJJJPENSON.COM>

Subject: Response #o FINRA - Important

Phi,
We have to respond to FINRA soday on a matier hut want to get your feedback before dolng so. Is there a time that works for

you, bearing in mind that John has to leave for the alrport by 27 He'll be avallable by cell until his fight teaves at 4.
We're in the planning meeting In the learning center so elthar all my cell or respond, and we'll call you.

Bart

248. Pendergraft did not send these e-mails to Bart McCain as McCain’s supervisor.

a. Response: No dispute.

249. Pendergraft was not Bart McCain’s supervisor for purposes of Bart McCain’s PFSI
responsibilities; Yancey was Bart McCain’s supervisor for such purposes.

a. Response: Dispute - overly broad and not supported by cited testimony.

b. Counterstatement: Yancey was Bart McCain’s supervisor.

c. Support
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e Yancey Testimony

And who -- I'm not sure if we talked about it. Who is Bart McCain?

Bart McCain was the Chief Administrative Officer of the firm.

Was he a direct report to you?

Yes.

Okay. You didn't delegate the supervision of Mr. McCain to Phil Pendergraft, right?
I'm sorry?

You did not delegate supervision of Mr. McCain to Phil Pendergraft; is that right?

I did not.

P ool Yol ye)

(Hearing- Day 4, 952:14-952:25, Oct. 30, 2014)

e McCain Testimony

Q Let's talk about the supervision structure at Penson Financial. You mentioned you
reported to Bill Yancey; is that correct?
A Yes.

(Hearing- Day 9, 2177:21-2177:24, Nov. 6, 2014)

250. Johnson communicated with others, including Bart McCain, on topics including
Stock Loan revenues, firm financing, travel schedule, and expense approval.

a. Response: Dispute — accuracy of statement; overly broad given cited support.
b. Counterstatement: Johnson had some communications with senior PFSI and

PWI executives, including Bart McCain, on topics including Stock Loan
revenues, firm financing, travel schedule, and expense approval.

c. Support:
e FEx.338
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From: Mike Johnson

Sent: Thursday, December 02, 2010 11:02 AM

To: Daniel Son, Rocky Engemoen; Bill Yancey; Bart McCain; Kevin McAleer; Bryce Engel; John Skain; Clive Triance; Michael
Gallian; Phil Pendergraft

Subject: As of Last Night Close

DAILY GLOBAL P&L MTD
Dallas 234 37,159.87 37,156.23
Daflas 158 9,950.80 9,950.80
New York 6,298.88 6,298.88
London 80720 3,128.07 3,128.07
Toronto {L1SD) 6,754.07 6,754.07
Total Daily Global P&L 63,291.69 63,288.06
o Ex. 271

From: Mike Johnson <mjohnson@PENSON.COM>
Date: July 26, 20
T ! >, Bart McCain

E

| am estimating NYC to come in around 222K for July

| am estimating the income for Dallas to be 1,135,000

THanks

e Ex 272
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Sent: Monday,

To: Mike ) nson PENSON.COM>; Brian Hall

ing

Were we abis to pull back on financing today?

S N - " S S NS Y T R # W e R W B ANE e * W B W e @ D e s R A s e e . . 4 e w -

Prom: Bart McCain

Sent: Sunday, November 14, 2010 9:36 AM

To: Mike Johnson

Subjects Re:

Importance: High

MJ,

How much of PFST's capital does London use each day?
On Nov 14, 2010, at 8:59 AM, Mike Johnson wrote:

1imow thet you have been asked to adjust the split with London on the business at hand, We currently do 80 persent to
themand 20 to PFSI. | do notwantto change it as we are stil repalring things and unsil | see it running correcay | don’t
think we should change,

Thanks

e Ex. 274
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T ..l
Sent Monday, x

To: Bart McCain COM>
Cc: Li .COM>; Rudy De La Slemra

Subject:

Bart,

May | have approval for a quick dinner under 400.00 and four tickets to the Dallas stars game? Our largest chent Bank of
America Is coming to visit TD Ameritrade and they have asked us to take them to the Stars. The Stars tickets will be

under75.00 each. {4) total expense of 700.00

Thanks
e Ex 275
From: Bart McCain <orijCOM>
Sent: Wednesday, January 12, 2011 3:29 PM

To: Mike Johnson <o/ COM>

Subject: Re: Re: RE:

Will do, Mike. Safe travels!

On Jan 12, 2011, at 8:53 AM, "Mike Johnson" < COM> wrote:

| am enroute to nyc | can see avatartomorrow if needed. Please see rudy to understand
the ridge issues and regulatory guidelines we are following.

M

251. Bart McCain was not Johnson’s supervisor, and none of the e-mail
communications on topics including Stock Loan revenues, firm financing, travel schedule,

and expense approval made McCain Johnson’s supervisor.

a. Response: Dispute. The Division’s statement consists of impermissible argument
in violation of the Post-Hearing Order and should be stricken.

b. Counterstatement: Bart McCain was not Johnson’s supervisor.

c. Support:

e Johnson Testimony
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Q: Did you tell them that after you were promoted to the PWI position, that the only supervisor
you had was either Phil Pendergraft or Dan Son?
A: Yes.

Q: And [during the relevant time period], did you only have one supervisor, and was that
either Mr. Phil Pendergraft or Mr. Dan Son?

A: Yes.
(Hearing- Day 2, 537:15-18, 537:25-538:3, Oct. 28, 2014)

252. If Yancey personally communicated with regulators about information within his
knowledge, he was confident that it was accurate.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Yancey testified that when he personally communicated with
regulators about information within his knowledge, he was confident that it was

accurate.

c. Support:

e Yancey Testimony

Q And Mr. Yancey, if you personally were communicating with regulators, you would strive
to be accurate; isn't that fair?

A Yes.
Q And you would strive to be honest?
A Sure.

Q Inyour time as CEO of Penson, do you believe you were honest in your communications

with regulators?

A Yes, sir.

Q Do you believe you were accurate in your communications with regulators?

A To the extent of my knowledge.

Q All right. If you knew something and you told it to regulators, it was something within
your knowledge, you were confident it was accurate?

A Yes,sir.

(Hearing- Day 3, 881:20-882:10, Oct. 29, 2014)

253. In March 2011, Yancey personally signed PFSI’s 2011 CEO Certification. Attached
to that certification was the annual summary report, prepared by the Compliance department.
Yancey knew this was an important report that was going to regulators, and he reviewed it before
signing the certification.

a. Response: No dispute.
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254. Bart McCain believed the 2011 annual summary report was accurate.

a. Response: No dispute.

255. In the report attached to the 2011 CEO Certification, Johnson is listed as the
supervisor of PFSI’s Stock Loan department, and is described as being part of the “senior
directors team” that meets weekly to report to Yancey.

a. Response: No dispute.

256. PFSI’s Written Supervisory Procedures (“WSPs™) were an important document, and
a source of information for PFSI’s regulators.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Yancey agreed that PFSI’s Written Supervisory Procedures
(“WSPs”) were an important document, and a source of information for PFSI’s

regulators.

c. Support:

e Yancey Testimony

Q Would you also agree that WSPs were a source of information for regulators about Penson's

processes?
A Yes, sir.

(Hearing- Day 3, 886:11-886:13, Oct. 29, 2014)

Q They were an important document?
A They were.

(Hearing- Day 3, 886:17-886:18, Oct. 29, 2014)

257. It was important to Yancey that PFSI’s WSPs be as accurate as possible.

a. Response: No dispute.

258. PFSI’s WSPs contained a section designating supervisors. That section was at the
very front of the WSPs. The section of the WSPs designating supervisors referenced and
incomporated PFSI’s supervisory matrix.

a. Response: No dispute.
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259. PFSI’s WSPs did not incorporate any org chart.
a. Response: Dispute — accuracy of statement.

b. Counterstatement: Poppalardo, an expert witness, agreed that, of the WSPs
she reviewed, PFSI’s WSPs did not incorporate any org chart. Notwithstanding
Poppalardo’s testimony, the WSPs do in fact reference the org chart for
reporting purposes.

c. Support:

e Ex. 188, at 180 (directing team members to the organizational chart to determine
reporting chain for senior management)

The team member receiving the initial information or contact shall report directly to their department manager
as soon as possible, but no later than the same day the specific information concerning the account holder’s
identity, If for some reason the manager is not available, the team member should proceed up the departmenta
organization chart tothe next Senior Manager. The team member s only responsibility is the timely, accurate

e Poppalardo Testimony

And it sounds to me like you have looked at a lot of WSPs for PFSI; is that right?

Yes.

Or did you only look at one set?

No, actually, I -- you know, in making an assessment of their supervisory system, I felt
compelled to review most of them.

Q Okay. And at least as far as the exhibits that have been offered by Mr. Yancey, no WSP
incorporates an org chart; isn't that true?

A That's true.

>0 R0

(Hearing- Day 8, 2028:16-2029:1, Nov. 5, 2014)

260. The purpose of PFSI’s supervisory matrix was to identify the supervisor for each of
PFSI’s registered employees.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Miller testified that PFSI’s supervisory matrix was
maintained in order to keep track of the identified supervisor for each of
PFSI’s registered employees.

c. Support:

e Miller Testimony

Q How did that relate to your job of keeping the matrix document up-to-date, if at all?
A Anytime a new employee would come on or anytime someone would obtain a new license, I
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would try to update that document so that it identified the person that was managing them and,
you know, sort of --

Q And we talked about it briefly in the beginning. This document, this registered
representative supervisory matrix, you -- that's a document you know? A Yes, sir.

Q It's a document that you kept?

A Uh-huh. Yes.

Q Tell us what -- why you kept it and what it was used for within Penson.

A We're required to designate a supervisor and identify that supervisor for each of our
registered employees. So we maintain that matrix in order to try to keep track of that.

(Hearing- Day 11, 2589:5-2590:11, Nov. 10, 2014)

261. PFSI’s supervisory matrix listed employees under various executives.
a. Response: Dispute — accuracy of statement.

b. Counterstatement: PFSI’s supervisory matrix listed employees under various
other employees.

e F.g.,Ex. 177 (not limited to executives)

262. For the time period relevant to this case, Johnson was always listed under Yancey in
PFSI’s supervisory matrix.

a. Response: Dispute — accuracy of statement. Division’s statement is also
redundant of Stip. FOF 37 previously stipulated to by all the parties. There is no
basis for a separate or additional finding of fact.

b. Counterstatement. Stip. FOF 37 as set forth below.

c. Support:
FOF 37. From 2009 to 2011, the Registered Representative Supervisory Matrix listed Bill
Yancey under the column titled Regulatory Supervisor with regard to Michael

Johnson.

(See Order on Stipulations)

263. For the time period relevant to this case, Johnson was never listed under
Pendergraft in PFSI’s supervisory matrix.

a. Response: Dispute — accuracy of statement.

b. Counterstatement:_ Johnson was not separately listed under Pendergraft in the
PFSI supervisory matrices admitted into evidence.
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264. PFSI’s supervisory matrix contained a column for an employee’s “Regulatory
Supervisor” and his or her “Pi Org Chart Supervisor.”

a. Response: Dispute — accuracy of statement.

b. Counterstatement: PFSI’s supervisory matrix contained a column titled
“Regulatory Supervisor” and “Pi Org Chart Supervisor.”

c. Support;
o FEg,Ex 177

265. The “Regulatory Supervisor” was PFSI’s assignment of supervisors for purposes of
NASD Rule 3010, which requires a firm to provide for the assignment of each registered person
to an appropriately registered representative(s) and/or principal(s) who “shall be responsible for
supervising that person’s activities.” (Poppalardo; Miller; Rule 3010(a)(5)).

a. Response: Dispute — Evidence cited by Division does not support the statement.

b. Counterstatement: Miller testified that she believed that the “regulatory
supervisor” column “dealt with” NASD Rule 3010.

c. Support:

e  Miller Testimony

Q Then what did the Regulatory Supervisor column mean, in your words?
A That would be the person that was responsible for regulatory supervision of that individual.

(Hearing- Day 11, 2591:9-2591:13, Nov. 10, 2014)

And the Regulatory Supervisor column was the column that dealt with the NASD Rule
3010 supervisor, right?
A Correct.

(Hearing- Day 11, 2607:3-2607:6, Nov. 10, 2014)

e Poppalardo Testimony

Q You talked a little about NASD Rule 3010(a)(5), and I believe that you said FINR A requires
the assignments of each registered person to an appropriately registered principal who shall be
responsible for supervising that person's conduct.

A Right.

(Hearing- Day 8, 2008:17-2008:22, Nov. 5, 2014)
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e Hasty Testimony

Q I want to direct your attention to two columns, one -- I guess the fourth and fifth column. PI
org chart and regulatory supervisor. Do you know what those columns mean or what those terms
mean?

A 1 didn't author this document, and I didn't update it. But typically these particular columns,
in a typical scenario, these would be designed to delineate who was responsible for supervising
somebody with certain types of licenses.

(Hearing- Day 7, 1748:16-1748:25, Nov. 4, 2014)

266. The purpose of Rule 3010(a)(5) is to protect investors.
a. Response: Dispute — accuracy of statement.

b. Counterstatement: Poppalardo testified that one purpose of Rule 3010(a)(5) is
the protection of investors.

c. Support:

e Poppalardo Testimony

Q And so you said firms are -- are subject to thousands of regulations. Again, why is that?
Why are firms subject to all those regulations?

A It's -- there's a variety of very complex products that are offered, and there's a lot of services
that are offered, and there's just a lot of regulation needed around that to make sure that those
products are appropriate, they're offered in a way that the investor understands what they're
buying, and it's just -- it's a very complex industry.

Q And at the end of the day, the purpose of every single one of those regulations is to protect
investors; is that right?

A Correct.

(Hearing- Day 8, 2006:12-2006:25, Nov. 5, 2014)

e Paz Testimony

Would you agree with me that regulations are important for broker-dealers?

Very much so.

Why?

The regulations are put in place to promote fair and efficient markets, to protect investors
and to promote capital market.

>0 R0

(Hearing- Day 8, 2102:1-7, Nov. 5, 2014)

267. The “Regulatory Supervisor” column identified a person’s supervisor from a
compliance standpoint.
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a. Response: Dispute — accuracy of statement.

b. Counterstatement: Gardner testified that she assumed that the “Regulatory
Supervisor” column identified a person’s supervisor from a compliance
standpoint.

c. Support:

e  Gardner Testimony

Q The -- looking at the columns that -- that you just discussed with Ms. Atkinson, do you see a
column that says "regulatory supervisor"?

A Yes.

Q Do you have any idea what that column means?

A Idon't know the definition of it. I would assume that it's from a compliance standpoint
who the supervisor is.

(Hearing- Day 4, 1162:24-1163:6, Oct. 30, 2014)

268. The “Pi Org Chart Supervisor” designated a person’s “boss” from a Human
Resources perspective.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Miller believed that the “Pi Org Chart Supervisor” column
designated a person’s “boss.”

c. Support:

e Miller Testimony

Q And when you say it had a column for who their direct supervisor was, what does that
mean?

A The person that they reported to day in and day out.

Q Is that the same as that person's boss?

A Yes.

Q Who -- between those two columns, who's the person that would direct the activities of the
subordinate?

A It would be the Pi manager.

(Hearing- Day 11, 2590:24-2591:8, Nov. 10, 2014)

269. For the time period relevant to this case, Yancey was always listed as Johnson’s
Regulatory Supervisor in PFSI’s supervisory matrix.
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a. Response: Dispute. Division’s statement is redundant of Stip. FOF 37 previously

stipulated to by all parties. There is no basis for a separate or additional finding of
fact.

b. Counterstatement: Stip. FOF 37 as set forth below.

c. Support

e Stip. FOF 37

FOF 37. From 2009 to 2011, the Registered Representative Supervisory Matrix listed Bill

Yancey under the column titled Regulatory Supervisor with regard to Michael
Johnson.

(See Order on Stipulations)

270. From May 2010 forward, Yancey was also listed as Johnson’s Pi Org Chart
supervisor in PFSI’s supervisory matrix.

a. Response: Dispute — overbroad. Evidence contravenes Division’s statement.

b. Counterstatement: In the matrices admitted into evidence, circulated beginning in
May 2010, Yancey was listed as Johnson’s Pi Org Chart supervisor. The

organizational charts for the same period do not reflect Yancey as Johnson’s
supervisor.

c. Support:

e Ex. 588 (March 2010)
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271. PFSI’s supervisory matrix did not remain static, but rather was updated frequently.

a. Response: Dispute — testimony contravenes the Division’s statement.

b. Counterstatement: Miller testified that she didn’t give the supervisory matrix
“much thought;” that it “wasn’t a big part™ of her job; and that she “didn’t look at
it that often.”
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c. Support:

e Miller Testimony

Q But just to be clear, you knew that Bill Yancey was not the regulatory supervisor?

A Iknow that Bill Yancey was not Mike Johnson's regulatory supervisor. I don't know that I
gave it any thought with regard to this document. It just wasn't a big part of my job. Ididn't
look at it that often.

(Hearing-Day 11, 2597:12-18, Nov. 10, 2014)

272. Kim Miller was the compliance department employee charged with maintaining the
supervisory matrix.

a. Response: No dispute.

273. Miller attempted to make the matrix as accurate as possible, and relied on business
unit leaders to advise them if the matrix was incorrect or needed revisions. (Miller, exhibits)

a. Response: Dispute — accuracy of statement; unclear as stated.
b. Counterstatement: Miller testified that she would update the supervisory

matrix to the best of her ability to ensure it was accurate, and she relied on the
input of the business units when updating the document.

c. Support:

e Miller Testimony

Q And as a general matter, Ms. Miller, when you would update the supervisory matrix,
you would do your best to make sure it was accurate; is that fair?

A Yes. Obviously, I wanted to be accurate, but I would typically update it because a new
employee was hired, and I would add someone or remove someone if they returned. I didn't
redo the entire firm each month.

Q That's fair. Let me ask you this: If you had noticed an error on the matrix, you would have
tried to correct it, right?

A Yes, of course.

Q And one of the things you would do when updating it is that you would go to business
units and ask for their input on whether certain persons reported -- or where a certain
person reported in their business unit; is that fair?

A Yes.

(Hearing- Day 11, 2609:18-2610:10, Nov. 10, 2014)

e Ex 277
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T orian [ OV
From: Kimberily Miller

Sent Wed 4/14/2010 11:23:06 AM
Importance: Nomnal
Subject RE: Series 27

OK, | will change it to list you as his Regulatory Supervisor

From: Brian Gover

Sent: Wednesday, April 14, 2010 11:20 AM
To: Kimberly Miller; Gary Wiedman
Subject: RE: Series 27

Correct except that Gary continues to report to me.
Clay continues to report to me as well.

Thanks

From: Kimberly Miller

Sent: Wednesdey, April 14, 2010 9:43 AM
To: Brian Gover; Gary Wiedman

Subject: Series 27

As a result of this promotion and since Gary has not passed his 24, the regulatory supervisory matrix now
reads as follows. Let me know ASAP if this needs to be changed In any way.

Thank you,

274. If an executive alerted Miller that the supervisory matrix was incorrect, she would

correct the document.

a. Response: No dispute.

275. At some point, Miller was instructed to move Johnson from underneath
Pendergraft to underneath Yancey, and to add Yancey as Johnson’s regulatory supervisor.

a. Response: Dispute — accuracy of statement. The cited testimony does not support
the Division’s statement.

216




b. Counterstatement: At some point, Miller was instructed to move people,
including Johnson, from underneath Pendergraft to underneath Yancey.

c. Support:

e Miller Testimony

Q Do you recall at some point changing this matrix to put Bill's name in as regulatory
supervisor for Mike Johnson?

Yes, sir.

Why did you do that?

I was directed at some point to move people from underneath Phil onto Bill.

And who directed you to do that?

I don't recall who directed me to do it.

When were you directed to do that?

It would have been prior to the Ridge conversion, but I don't recall the date.

Do you -- Ms. Miller, do you know why you were directed to do that?

I do not.

Do you recall asking any questions at the time you were directed to do that?

Not that I recall. I don't remember the conversation. I remember doing it. I just-- I don't
know what they had going on from a corporate standpoint, that they would have asked me to,
but I just -- I didn't question them.

OO0 P»0 >0 >

(Hearing- Day 11, 2594:22-2595:18, Nov. 10, 2014)

276. Miller presumed that Yancey was aware that she had been instructed to list
Yancey as Johnson’s regulatory supervisor.

a. Response: Dispute — accuracy of statement.

b. Counterstatement; Miller testified that she assumed that whoever directed her to
move Johnson from Pendergraft to Yancey would have relayed that information
to Yancey.

c. Support:

e Miller Testimony

Q By the way, did you -- do you have any recollection of ever telling Mr. Yancey that
someone had instructed you to put his name and not Phil Pendergraft's name in the regulatory
supervisor --

A Ididn't --

Q -- column for Mike Johnson?

A Ididn't relay that to Bill. I assumed that whoever was directing me would have had
that conversation.

(Hearing- Day 11, 2599:2-2599:11, Nov. 10, 2014)
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277. Miller provided the matrix to Yancey on more than one occasion.
a. Response: Dispute — accuracy of statement.

b. Counterstatement: Miller testified that she thinks that she provided the matrix to
Yancey a couple of times.

c. Support:

e Miller Testimony

Q Is this a document that you routinely provided to him?
A I think I'd given it to him a couple of times. I don't know about routinely.

(Hearing- Day 11, 2591:25-2592:3, Nov. 10, 2014)

278. In February 2009, Yancey received a copy of the supervisory matrix from Miller
that specifically updated the Stock Loan supervisory structure. Yancey was asked to review the
supervisory matrix to alert Miller to any additional changes needed.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: In February 2009, Miller sent Yancey, and others, a copy of
the supervisory matrix that updated the Stock Loan supervisory structure. Yancey
was asked to let Miller know if she needed to make additional changes.

c. Support:
e Ex 177 atp.l

To: Bart McCain | lIPENSON.coM]; Bill Yancey JPENSON.COM]; Tom
Delarey (NP ENSON-COM)
Cc: Mike Johnson (PENSON.COM]

From: Kimberly Miller

Sent: Thur 2/26/2009 12:43:02 PM
Importance: Nonmal

Subject: Supervisory Structure Update
Registered Renresantative Supervisory Matrix xis
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Mike Johnson passed his Series 24 exam this morning. | have updated the supervisory structure to move
the stock loan employees from Bill fo Mike. A copy of the amended structure is attached. Please let me
know if you feel | need to make additional changes before posting.

279. Yancey had a chance to read and review the matrix.
a. Response: No dispute.
280. It was Yancey’s practice to read e-mails from compliance department employees.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: It was Yancey’s practice to read e-mails from compliance
department employees as often as he could.

c. Support:

e Yancey Testimony

Q And it was your practice, I would assume, to read e-mails that Compliance was sending you
and asking for input, right?
A As often as I could.

(Hearing- Day 4, 958:23-959:1, Oct. 30, 2014)

281. Delaney expected that Yancey would review documents sent to him by the
Compliance department for his review.

a. Response: Dispute — accuracy of statement.
b. Counterstatement: Delaney testified that, as a general matter, he expected that

senior officers would review documents sent by the Compliance department for
their review.

c. Support:

e Delaney Testimony

Q When your Compliance Officer sends things to senior officers for their review, did you
expect that they would review them?

A As a general matter, yes. That's always going to be facts and circumstances
dependent.

Q But as a general matter, you would expect that?

A As a general matter.
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| (Hearing- Day 3, 667:16-667:22, Oct. 29, 2014)

282. Yancey specifically responded to Miller and thanked her for providing the matrix.

a. Response: Dispute — accuracy of statement; overly broad.

b. Counterstatement: Yancey responded “thanks” to an email sent by Miller
attaching the matrix.

c. Support:

e Ex. 263

To: Kimberly Millerfkmillar@PENSON,COM]; Bart McCainjbmecain@PENSON.COM]; Tom
Delansy[TDslaney@PENSON.COM]
Ce: Mike mmwmnson@PENSON .COM]
me. Bill Yancey
Sent Thur 2/26/2009 12:43:23 PM
Importance: High
Subject RE: Supervisery Struciure Update

Hm

Bil

283. The February 2009 supervisory matrix listed Johnson under Yancey, and listed
Yancey as Johnson’s regulatory supervisor. Johnson was not listed under Pendergraft.

a. Response: Dispute — accuracy of statement.
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b. Counterstatement: The supervisory matrix circulated in February 2009 listed
Johnson under Yancey, and listed Yancey in the column titled “regulatory
supervisor” and Pendergraft in the column titled “Pi Org Chart” supervisor.

c. Support:

e Ex. 177

fro: Bart McCain{jlIF ENSON.COM]; Bill Yancey (P ENSON.COM}; Tom
Detaney (NP ENSON .COM]
Cc: Mike Johnson (P ENSON.COM]

From: Kimberly Miller
Sent:
Importance: Nonmmal

Subject:  Supervisory Structure Update
Reqgistered Represertative Supervisory Matrix.xis

Thur 2/126/2009 12:43.02 PM

Registered Representatives Supeivisory Matrix

Employee Namo Company Deparament P1O1g Chant Rogulatory Suporviser License
Piil Pendaigrafi Penison WordiVide Execulives £7 524 <27 s4 »15 BS3 363
bad HcCain ____ Penson US ' Bit Yancey ws? B2d 4 89 110 E27 355 kB3
[Thomas Delangy PcnscnUS Exccutnes - Glota! CCO Bii Yancey Bil Yancoy ST B4 o14 ©27 54 BB  sid B85 563 o6
Lot Kenny Pensen US Execulives - Operafions Bil Yancwy ifl Yancey 87 _B24 27 w4 BE3 883
vike Johnson Peascn US Executives - Securties Lending Phil Perdergratt il Yancey s?
Doug Threckimoren  Peascn UE Isttutonal Cliont Services Bi Yancey Bill Yancsy s7T B24 66 £53 83
[>an Weirgarter Peascn US Marketing Bif Yancev Bill Yancey s7 B24 =4 <8 pUL p63
ack Boyis ®easen US Markebng Keller Rekd Bill Yancey s7 B4 s
Peler Yind Penscn US Marketing ohil Pencergraft  BIN Yancey 87 b4 363 88
ean Kafloy Penscn US Marheting Bil Yancey Bill Yancey 87
b,y [eLoan Ponsecn US Rononsnip Managoment Liyngl Cerev Bill Yansey 7 gs3
Lames Cotl PescnUS Relationehip Manapemeal Liynal Cavey Bill Yancey 7 Fﬁ’é 824 wd p63
284. If Yancey had instructed Miller to move Johnson under Pendergraft, she would
have done so. Yancey did not do so.
a. Response: Dispute — accuracy of statement; overly broad.
b. Counterstatement: Miller testified that if Yancey had instructed Miller to move
Johnson under Pendergraft, she would have done so. Miller did not recall
Yancey directing her to do so.
c. Support:

e Miller Testimony

Q Now, if Mr. Yancey had responded to you and said, Ms. Miller, there's an error on the
document, please move Mike Johnson under Phil Pendergraft, you would have done that?
A  Yes, I would.
Q If Mr. Yancey had responded to you and said, Ms. Miller, there's an error on the document,
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I should not be listed as Mike Johnson's regulatory supervisor, you would have made that
change, right?

A Yes.

Q And you don't recall Mr. Yancey ever saying that to you, do you?

A Idon't recall that he did, no.

(Hearing- Day 11, 2614:21-2615:8, Nov. 10, 2014)

285. In May 2010, Yancey again received a copy of the supervisory matrix from Miller.
Yancey was asked to review the matrix for accuracy.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: In May 2010, Miller circulated a copy of the supervisory
matrix to Yancey and others. Yancey was asked to review the matrix for
accuracy.

c. Support:

e Ex. 196 atp.2

From: Kimberly Miller

Sent: Wednesday, May 26, 2010 8:58 AM

To: Bill Yancey; Bart McCain; John Kenny; Andy Konchan
Subject: Supervisory Matrix

| have revised the Supervisory Matrix to include Andy Konchan. Please review for accuracy, as we are not
always aware of changes made in the Operational areas.

Thank you,

logo-for-signature-2

286. After a PFSI executive altered Miller that she had attached the prior year’s
supervisory matrix, Miller re-sent an updated version, again to Yancey.

a. Response: Dispute — accuracy of statement; unclear as stated.

b. Counterstatement: After a PFSI executive informed Miller that he did not see a
certain employee on the matrix and attached a list of changes, Miller circulated a
2010 updated version to a group of executives, including Yancey.
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c. Support:

e Ex.196atl

To: John Kenny, ENSON.COM]
Cc; Bill Yancey

PENSON.COM]; Bart McCain-PENSONKCOM]
From: Kimberly M

Sent: Wed 5/26/2010 5:49:50 PM

Importance: Nommal

Subject RE: Supervisory Matrix

Registered Representative Supervisory Matrix 5-2010.pdf

i sent the 09 chart this morning...my apologies. This is the updated chart...

Fwill compare w/what you provided aiready to make sure those changss are made...

logo-for-signature-2

Penson Financia] Services, inc,

1700 Pacific Avenue, Suite 1400 | Dailes, TR 75201
P: 2149533363 | £, 214.217.5090

WA PENS IO

Building thre Best Clearing cod Executisn Services Firm inthe Werld
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From: John Kenny
Sent: Wednesday, May 26, 2010 5:40 PM

Subject: RE: Supervisory Matrix

Kimy,

Fensen Financial Services, Inc.

1700 Pacifi. Svenue, Suite 1443 | Datias, T 75201
[ 2147651298 | £: 3142371662

0 FAZ-566-775%

WSV EENELMNOGM

filding the Best Clearing ond Execution Services Firm in the Waorld

To: Kimberly Miller; Bili Yancey; Bart McCain; Andy Konchan

i de notsee Andy sn the attached charl and have sttachad a list #f changes, Please let mie know if you have any
wuestions

Division’s Exhib#l

196

A.P.No. 3-15873

287. The May 2010 supervisory matrix listed Johnson under Yancey, and listed Yancey
as Johnson’s regulatory supervisor. Johnson was not listed under Pendergraft.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: A supervisory matrix circulated in May 2010 listed Johnson
under Yancey, and listed Yancey in the column titled “regulatory supervisor” and
Pendergraft in the column titled “Pi Org Chart” supervisor. An org chart from
May 2010 does not show Yancey as Johnson’s supervisor, and Kim Miller
testified that the supervisory matrix was wrong.

c. Support:

e Ex. 196p.3

Employse Name Company Location Depactient PiOmy Chat  Regulatary Supenvisar Lieenses

<3 S8 7 S8 KU S11 14 SIS SIY 527 52137 §I0 $53 855 553 SEIE
— voosma—— e, rrevees o ———
Pré Percaigrit Fenson WW Daitag, Texas SoRcutias “ 7 815 324 827 3
Tromas Chac Dattas, Z
CassSmitn Panson US Woas York, Napw You. g Uynal Carey B Yareey
BartMeCain Pemaon US Daitas, Texas Execwives « EVF, CAO 8l farcey BE Yancey 34
TromasDeaney Persen US Daffas, Texas Executives « SV, 000 Bifvancey B Yancey “ S8
ohr Kenay PRenson U D383z, Texas Exccutives - S\VP. COO Bili¥ancey B Vancey )
W@ Jotimon Pentan W Datas, faxx EXRCUIVES - SYP, SROITET (enting Phi peadergrare Bt Yarcey
Robest Kirk Pemsoniss Dakas, Towes M Busness Senvices - VP gilVarcey it Yamey 4 £3  Se8
AroyMidsun PomosUs Dailas, Tenss Felabroiahiy Managmorcd Steve Thoog 2iTVaieny 2 363
lameslelt Perzon US Dalay Tesas F BiZ Yarcey 54 7 524 B85 E3
Xaransnow Panzon US Dadtac, Torx falatarahip KManagemenst Steve Znang 81 Vanesy § Q1 83 563
Seob Wood Pengnys Dadas, Tesx Pelsticostip Manggamen - $rector iy Carey sitVarcey 5 83
FrankFess Renson US Datss, Teras FRelstiprahios - VP Uyna Carey Bikvancey % 8 383
Din Weirganer. Beron W New; ¥ork. bewYork  Soles- SUP ik Yorcey Yancey 4 §7 5% 824 585 s83
Seantatoy FenwonWw Péew YOK New Yok SaleloSVF 21 Yaneey BEYaRCty 7 24 563
Andy Koactas Pensas US Datas, Texas «Nr.00 Bt Yancey &% Yancey §7 €24 3
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e Miller Testimony

Q ... After Michael Johnson became a PWI employee, to your knowledge was Bill Yancey
ever Mike Johnson's Pi org chart supervisor?

A No, not that I'm aware of.

Q And was he ever his regulatory supervisor?

A Not that I'm aware of.

Q So if I showed you 20 or 50 or 100 supervisory matrix documents like this, each with the
same entries for Mike Johnson, would it change your view as to who was the Pi org chart and
regulatory supervisor for Michael Johnson?

A No, sir.

(Hearing — Day 11, 2602:20-2603:6, Nov. 10, 2014).

Q But just to be clear, you knew that Bill Yancey was not the regulatory supervisor?

A I know that Bill Yancey was not Mike Johnson's regulatory supervisor. I don't know
that I gave it any thought with regard to this document. It just wasn't a big part of my job. I
didn't look at it that often.

(Hearing — Day 11, 2598:12-18, Nov. 10, 2014)

And then do you see where it says Pi Org Chart, Phil Pendergraft under -- for Mike Johnson?
A Yes, sir.

Q Isthat accurate?

A Yes, I believe that to be accurate.

Q And do you see where it says Regulatory Supervisor, Bill Yancey?
A Yes.
Q

A

Q

A

e

Is that accurate?

I do not believe that's accurate.

Why don't you believe that's accurate?

Mr. Pendergraft holds a 24. So the regulatory supervision piece would not have transferred
to Bill. It would have remained Phil.

(Hearing —Day 11, 2594:8-21, Nov. 10, 2014)

Q But how clear are you, in your mind, that it's not correct?

A Very clear. There's a couple of people on here that are -- I know to be Penson Worldwide
employees that did report directly to Phil, and that Phil was their direct manager as well as their
regulatory supervisor.

(Hearing — Day 11, 2595:19-25, Nov. 10, 2014)

Q Do you think, based on your personal experience at Penson, that it's appropriate that Bill
Yancey's name be in the Pi Org Chart column?
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A No. Itstill states that Mike is a Penson Worldwide employee, which is where Phil's -- Phil's
company, butit's in Worldwide, and so he should be under Phil.

Q Do you think that the document is wrong when it lists Bill Yancey as the Pi org chart
and the regulatory supervisor for Michael Johnson?

A In both columns, yes.

(Hearing — Day 11, 2601:25-2602:7, Nov. 10, 2014).

Q Ifyou had been asked by Mr. Warner in either of your prior two testimonies about
who

supervised Mike Johnson, what would you have told him?

A He reported to Phil Pendergraft.

Q And why do you say that?

A Because he reported to Phil Pendergraft. He was a Worldwide employee, and Penson
Worldwide employees typically reported to Phil Pendergraft.

Q Is there any other basis that you have for that statement?

A I mean, other than seeing him with Phil, that's, you know -- not really, just knowing that he
worked for Phil.

Q And is that still your belief today?

A Yes, sir.

Q Let's talk for a minute about the Stock Loan Department and Mike Jolnson and supervision.
And let me just ask you: Do you have any -- I'll tell you, this case -- part of this case is about
who supervised Mike Johnson.

A Okay.

Q Is there any doubt in your mind about who supervised Mike Johnson?

A No, sir.

Q Sorry, your answer was?

A No. No, there's no doubt.

Q Is there any capacity that you can think of in which Phil Pendergraft wasn't Mike
Johnson's

supervisor?

A No, sir.

(Hearing — Day 11, 2585:9-2586:17, Nov. 10, 2014)

Q During the time that you were there on the desk, did you see Mike Johnson and Phil
Pendergraft interact?

Yes.

Regularly?

Yes.

Frequently?

Yes, daily.

What do you mean, daily? This is something you would physically see?

Yes. He would come into the -- into the space in the mornings.

>0 PO PO
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Q He, Phil?

A Phil Pendergraft, yes, would come into the space in the morning to talk to Mike or Rudy,
Brian, the managers in that department.

Q And what kinds of things, if you ever heard, would they -- do you understand they talked
about?

A I am -- I'm not sure that I could recall any of the specific conversations.

Do you have any sense for the nature of their conversation?

I mean, business, not personal, but I don't know what they discussed.

Did you ever see Mr. Pendergraft instructing Mike Johnson?

Yes.

What do you mean by that? Like what did you see or what did you hear?
Him giving him directives, that kind of thing.

POPOPO!

(Hearing — Day 11, 2579:11-2580:22, Nov. 10, 2014)

Q And so we'll look at Mike Johnson in a second, but start, for example, with this fellow Peter
Wind. Do you see him?

A Yes, sir.

Q And do you see under Pi or Pi Org Chart and Regulatory Supervisor it says Phil Pendergraft
and Bill Yancey?

A Yes, sir.

Q And is that accurate, in your recollection?

A No. I believe that Phil was Peter's primary manager and supervisor.

Q What about Sean Malloy? It says Bill and Bill.

A I would say the same for Peter and Shawn. They were both Penson Worldwide employees.
Q Butare you saying that should be Phil and Phil?

A Yes, sir.

Q Is that a mistake?

A I believe so, yes.

Q Now, what about under Mike Johnson, do you see that it says Penson U.S.?

A Yes.

Q Did you say earlier you knew him to be a Penson Worldwide employee?

A Yes, he was.

Q Is that a mistake?

A Yes. I would say that that would be an error.

(Hearing — Day 11, 2593:4-2594:7, Nov. 10, 2014)

Q Mr. Pendergraft testified in this trial. Okay? And he testified that he had a role in
supervising Mike Johnson, even with respect to PFSI issues, for everything except regulatory
and compliance duties. Does that surprise you that he said that?

A 1 wouldn't think that that would be accurate.

(Hearing — Day 11, 2598:6-13, Nov. 10, 2014)
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e Ex. 570 (Organizational Chart of May 5, 2010)

Phil Pendergratt
Co-Founder
Chief Executive Officer
Executive Vice Presiden

Daniel P. Son
Co-Founder
President

] Roger J. Engemaen, Jr.
Chairman ofthe Board

35 URE VERT Y
Exscutive Cotporate Legal
Assistant Secretary

Kevin Mokleer

TR Johoson

Senlor Vice President B Yancey Chiris Hehméye! i Bob McRey Executive Vice
Slokal Stock Lending President and CED President Senior Vice President Presidon
PRSI Penson GHCo Risk Management i

Group N Chief Financial Otticer

Sean Malloy i Bryoe Engel s éxn;z':ﬁ%tp\t}?i Ei‘:g&’:fﬁ;e Ray Cark
Senlor Vice Preaident | Exccutive Vice President President Global Treasurer
Sales President {Regpotting B Senld

| Strategic Development |

General Counsel

288. The May 2010 supervisory matrix had been updated to amend Johnson’s title to
Senior Vice President, and his employer to Penson Worldwide. It also continued to designate
Yancey as Johnson’s regulatory supervisor.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: A supervisory matrix circulated in May 2010 reflected
Johnson'’s title as Senior Vice President and his employer as Penson Worldwide.
Yancey was listed in the column titled “regulatory supervisor” and Pendergraft
was listed in the column titled “Pi Org Chart” supervisor. An org chart from
May 2010 does not show Yancey as Johnson’s supervisor, and Kim Miller
testified that the supervisory matrix was wrong.

c. Support:

e Ex.196p.3

Employor Name Company Locativn Dopartment PiDmg Chart Argdatory Superdsor Licorse
S48 S8 7 $E K8/10 811 818 S35 404 527 S3L/8Y K30 KK K85 563 SET/EE
R pencergratt Penson W Dana, Texas Executive’ W 7 S18 324 827 353
Tromastmo 5, Texas vites Sreve 2 Bt Yancey
Caersman Person US NewYork Kew York  Customer Davelopmiert UhmatCarey Bii¥ancey 57 38 Si3
BurtMelein Fenien US Dallas, Texsz Executives- EVP, CAQ LittYancey B Yaneey 54 2 S9/3¢ 24 57 55 S83
Tromaz Defaney Person UE Dodtas, Texns Executives - S'v, 800 &k Yancey Bifl¥areey “u 7 <8 $14 24 527 32 553 56
John Keeery Perv.om US Daitas, Texn: Exccumivez - SVF, COO Bl Yancey Bhivancey 4 7 524 27 ££2 53
Maejohnor Peron Wy Dalizs, Texas xecinives- SVP, Seca s Leacing Phd Pendergratt Brlyancey A7 324
R Kirk Persor US Dailas, Texas M Budrass Services «\F BiE Yanery Bii¥aney s4 <7 S3¢ S8} i
AnyN e Fermon US Dakes, Texas Fuludisabiys Mg ontenit Steva Zinaoy B Vawty 5 522
James Cont Perdos U Dadas, Texss Relstionehip ManaZement MartFawver BiZYarcey 54 57 «8 55 563
Karansnaw Penion US. Datas, Teax Felationchip Lianagement Sreve Farg BikVamey 57 524 $52 83
Pexsos US Daday, Tewse, kebuarship Management - Drezer Uynd Cavey BikYandey 57 553
Persen US Doz, Toxas Rebitorships -VP Uyas! Cazey BiE Yancew 6 St §£3
Pecson Wiy Kew Yorv. New Yord, 23 &b Yareey Bi%Vamcey 4 7 % 24 55 $53
Femon WW Hew York hewYork B Yancery SEvarcey 57 524 $53
Peraon US Daday, Texzs B Yancey BiEYancey by 21 <Y

228




e Ex. 570 p. 17 (Organizational Chart of May 5, 2010)

Phit Pendergraft

oanee o Coromie
President Chief Executive Officer

Roger J. Engemaen, Jr.
Chairman of the Board

Executi

Vice Presid

57 URT VIR TAjeS
Exscuiive ] Corporate Legal
Assistant 1 Hecratary

|

Kevin Mohleer
Executive Vice
Procidont
| Chief Financial Officer

Wi Johrsen .

Senior Vice Presiden

Global Stock Lending
Group .

Carl Gimere
Senior Vice President
1 Global Enterprise Risk

B Yanocey
President and CEO
PFSI

Chris Hehmeyel
President
Penson 8HCo

i Hob WeBey
i Senior Vice President
i Risk Management

Can Wengarten Sean Ralloy Bryce Engst 2 x’:z:tsla:c?cc : Eﬁ:gﬁt?:‘\jl‘; e 3 RayCaiti
Sertior Vice President Senior Vice President Executive Vies President Presid Global Treasurer
Sales : Sales President e D. Counsel {Reporiing & Sond

e Miller Testimony Miller Testimony at 2579:11-2580:22; 2585:9-2586:17; 2593:4-
2594:7; 2594:8-21; 2595:19-25; 2598:6-13; 2598:12-18; 2601:25-2602:7;
2602:20-2603:6 (Miller, the author of the matrix, testified it was wrong and that
Pendergraft supervised Johnson in every respect).

289. Yancey did not respond to Miller to ask her to make any changes to the supervisory
matrix.

a. Response: Dispute — accuracy of statement; overly broad and does not reflect the
accurate scope of the supporting testimony.

b. Counterstatement: Miller testified that she does not recall whether Yancey
responded to her email.

c. Support:

e Yancey Testimony

Q Did you reply to Ms. Miller's e-mail and say, there's a mistake, Mike Johnson shouldn't be
listed under me?
A AsIsaid, I don't remember receiving it, and I don't remember replying to it.

(Hearing- Day 4, 963:15-963:19, Oct. 30, 2014)

e Miller Testimony

Q And you don't recall Mr. Yancey ever responding and asking you to make any changes to
this matrix, correct?
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A Not by memory, no.

(Hearing- Day 11, 2618:10-2618:18, Nov. 10, 2014)

290. In August 2010, Joe Ross, a compliance department employee, e-mailed Eric
Alaniz a copy of the supervisory matrix. Ross noted that he understood Alaniz discussed the
supervisory matrix with Yancey quarterly.

a. Response: Dispute — accuracy of statement; contrary testimony.

b. Counterstatement: In August 2010, Joe Ross, a compliance department
employee, e-mailed Eric Alaniz a copy of the supervisory matrix. Ross noted that
he understood Alaniz discussed the supervisory matrix with Yancey quarterly.
Alaniz testified that he did not ever discuss the supervisory matrix with
Yancey.

c. Support:

e Alaniz Testimony

Exhibit Number 177 [Registered Supervisory Matrix from February 2009].

I see it.

Have you seen this document before?

Very few times.

Do you know what it is?

I believe it's a list of individuals with their licenses that they have obtained.

Is this something that you used for any purpose?

I did not use it.

Do you know whether it was used in the Compliance department --

A Ibelieve it --

Q -- for any purpose?

A I'm sorry. Ibelieve it was used in conjunction with finding or assigning continuing
education — continuing education to individuals based on their licensing.

Q Okay. Did you use that document if you needed to know who someone reported to or who
was someone's supervisor?

OO PO »LO

A No.
Q Isita document that you went over with Bill Yancey?
A No.

(Hearing — Day 3, 861:22-862:21, Oct. 29, 2014)

291. The August 2010 supervisory matrix lists Johnson under Yancey, and Yancey was
designated as both Johnson’s regulatory supervisory and his “Pi Org Chart” supervisor. Johnson
was not listed under Pendergraft.
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a. Response: Dispute — accuracy of statement; contrary evidence.

b. Counterstatement: A supervisory matrix circulated in August 2010 listed Johnson
under Yancey, and Yancey was listed in the columns titled “regulatory
supervisor” and “Pi Org Chart” supervisor. An org chart from August 2010
does not show Yancey as Johnson’s supervisor, and Kim Miller testified that
the supervisory matrix was wrong.

c. Support:

e Ex. 199p. 2.
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e Ex. 677 p. 62 (Organizational Chart of August 4, 2010)

Phil Pendergraft
Roger J. Engemoen, Jr. Co-Founder
Chairman of the Board Chief Executive Officer
xecutive Vice Presiden

Danie! P. Son
Co-Founder

President

22 ) [T Wgers
Exacitive I i Corporate Legat
Assistant t L Eecretary

Wike Johrson s - Sesr
Senior Vice Presides it Yancey Chris Hehmayer 2ob McBey EKW’EZ:(:I\;:; John Streich
Global Stock Lending | Fresident and CEQ Non-Executive Senior Vice President President President
. PFS! Chairman Risk Management Penson GHCO

Chiet Financlal Office!

Arly Kosiow

Dan Weinganten Sean Malioy Sryce Engel Cart Gitrare Ray Carii

| Senior Vice President | Senior Vice President Executive Vice [ Senior Vice President Ex;(r:g:ii\;:m\lice Global Treasurer
1 Sales les President : Global Enterprise Risk General Counsel {Repanting te San)

¢ Miller Testimony Miller Testimony at 2579:11-2580:22; 2585:9-2586:17; 2593:4-
2594:7; 2594:8-21; 2595:19-25; 2598:6-13; 2598:12-18; 2601:25-2602:7;
2602:20-2603:6 (Miller, the author of the matrix, testified it was wrong and that
Pendergraft supervised Johnson in every respect).
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292. In November 2010, Miller e-mailed a copy of the supervisory matrix to Delaney.
That supervisory matrix lists Johnsonunder Yancey, and Yancey was designated as both
Johnson’s regulatory supervisory and his “Pi Org Chart” supervisor. Johnson was not listed
under Pendergraft.

a. Response: Dispute — accuracy of statement; contrary evidence.

b. Counterstatement: A supervisory matrix circulated in November 2010 listed
Johnson under Yancey, and Yancey was listed in the columns titled “regulatory
supervisor” and “Pi Org Chart” supervisor. An org chart from January 2011
does not show Yancey as Johnson’s supervisor, and Kim Miller testified that
the supervisory matrix was wrong.

c. Support:

e Ex 207p3.
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e Ex. 503 p. 461 (Organizational Chart January 7, 2011).
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e Miller Testimony Miller Testimony at 2579:11-2580:22; 2585:9-2586:17; 2593:4-
2594:7; 2594:8-21; 2595:19-25; 2598:6-13; 2598:12-18; 2601:25-2602:7;
2602:20-2603:6 (Miller, the author of the matrix, testified it was wrong and that
Pendergraft supervised Johnson in every respect).
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293. It is important for a broker-dealer to be accurate in its communications with
regulators, including documents provided to regulators.

a. Response: Dispute — accuracy of statement; overly broad.

b. Counterstatement: Yancey testified that he believes that it is important for a
broker-dealer to be as accurate as possible in its communications with
regulators.

c. Support:

e Yancey Testimony

Q And we can agree that especially for a broker-dealer, communications with regulators are
important, correct?

A Yes.

Q And in communications with regulators, it's important to be accurate?

A Aspossible.

Q Accurate as possible?

A Yes,sir.

Q And you would personally expect Penson to be accurate in its communications with
regulators?

A Yes,sir.

Q You would expect Penson to be honest in its communications with regulators?
A Yes, sir.

(Hearing- Day 3, 881:5-881:19, Oct. 29, 2014)

Q But here we have a letter from Kim Miller in Compliance to FINRA. And I believe we
agreed yesterday that your expectation is that communications from Penson to regulators
should be accurate as best as they can, right?

A Yes, sir.

(Hearing- Day 4, 967:24-968:4, Oct. 30, 2014)

e Miller Testimony

Q Letme ask you generally: As a compliance officer, you knew it was important to be as
accurate as possible in your communications with regulators, right?

A Yes.

Q You would never knowingly provide a regulator false information, right?

A Not intentionally, no.

Q You did your best to be sure that the documents that you sent were complete and
accurate to the best of your knowledge, fair?

A Fair.
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[ (Hearing- Day 11, 2619:7-2619:18, Nov. 10, 2014)

294. Regulators typically requested a copy of the PFSI supervisory matrix.

a. Response: Dispute — accuracy of statement; overly broad.

b. Counterstatement: Miller testified that on-site examiners typically requested a
copy of the PFSI supervisory matrix to assist them with their interview process.

C. Support:

e Miller Testimony

Q Now, this is a document that you from time to time would use in responding to regulatory
inquiries, is that correct, this matrix?

A Typically, the on-site examiners would ask for a copy of this so that they would -- you
know, it would assist them with their interview process.

(Hearing- Day 11, 2596:6-2596:11, Nov. 10, 2014)

295. Miller also sent regulators the PFSI supervisory matrix.
a. Response: No dispute.

296. In September 2010, PFSI sent a regulatory response to FINRA, which was an
important regulator of PFSI. In that response, PFSI instructed FINRA to reference the
supervisory matrix for a “description of Penson’s supervisory chain identifying each supervisor’s
direct reports as well as the individual(s) to which each supervisor reports™ for the time period
May 2010 through August 2010. In the attached supervisory matrix, Johnson was listed under
Yancey, and Yancey was designated as both Johnson’s regulatory supervisory and his “Pi Org
Chart” supervisor. Johnson was not listed under Pendergraft.

a. Response: Dispute — accuracy of statement; contrary evidence.

b. Counterstatement: In September 2010, PFSI sent a regulatory response to FINRA,
which Yancey testified was important regulator of PFSI. In that response, PFSI
instructed FINRA to reference the supervisory matrix for a “description of
Penson’s supervisory chain identifying each supervisor’s direct reports as well as
the individual(s) to which each supervisor reports” for the time period May 2010
through August 2010. In the attached supervisory matrix, Johnson was listed
under Yancey, and Yancey was listed in the columns titled “regulatory
supervisor” and “Pi Org Chart” supervisor. An org chart from 2010 does not
show Yancey as Johnson’s supervisor, and Kim Miller testified that the
supervisory matrix was wrong.
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c. Support:

e Ex.20latpp. 1,4,19

To: "Sheridan, Ryan'{Ryan finra.org}
T oo, myanven

Sent: Wed 9/8/2010 3:20:14 PM

Importance: Normal

Subject:  Trading Activity in Various Securities on Various Trade Dates
FINRA Rasponse - Varios Securilies pdf

Response_zip

Atrached s Pencon's respense 1o yeur inquiry dated August 28, 2010,

DRI

Not applicable, please see response to item 1 above.

11. With respect to the period between May 1, 2010 and August 31, 2010, provide a
description of Penson’s supervisory chain identifying each supervisor’s direct reports as

well as the individual(s) to which each supervisor reporis. List the name and title of
each individual.

Please refer to the attached Supervisory Matrix.

(Prodogmad Pau

Vs, Chilos (B

Tnoed Qe {E s Wv?
{5cn. Peed F(ﬂﬂl WW
[Rourtom, Penson UFany
e, RiCaarE Toensoq G0

e Ex. 677 p. 62 (Organizational Chart of August 4, 2010).
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President

e Yancey Testimony

Q Okay. Exhibit 201 is an e-mail from Kim Miller to Ryan Sheridan at FINRA. Do you see
that?
A I see that.

Q Do you know who FINRA 1is?

A Sure.

Q What's FINRA?

A FINRA is a regulatory agency, an SRO.

Q Did they have some regulatory authority over Penson Financial Services?
A Yes, they did.

Q Important regulator?

A Yes.

(Hearing- Day 4, 967:4-967:17, Oct. 30, 2014)

e Miller Testimony Miller Testimony at 2579:11-2580:22; 2585:9-2586:17; 2593:4-
2594:7; 2594:8-21; 2595:19-25; 2598:6-13; 2598:12-18; 2601:25-2602:7,
2602:20-2603:6 (Miller, the author of the matrix, testified it was wrong and that
Pendergraft supervised Johnson in every respect).

297. Delaney would expect that Kim Miller’s submission to FINR A would contain the
most accurate, complete and up-to-date information available.

a. Response: No dispute.

298. By looking at the September 2010 supervisory matrix, FINRA would conclude that
Yancey was Johnson’s supervisor.

a. Response: Dispute — accuracy of statement. The Division’s statement
mischaracterizes and does not reflect the scope of the supporting testimony.
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b. Counterstatement: Witnesses speculated that when looking at the September
2010 supervisory matrix, FINRA could conclude that Yancey was Johnson’s
supervisor.

c. Support;

e Miller Testimony

Q And so you would agree with me that, just by looking at this document, FINRA would
conclude that Bill Yancey was Mike Johnson's supervisor, fair?
A I would think that that's what they would think, yes.

(Hearing- Day 11, 2621:25-2622:6, Nov. 10, 2014)

e Hasty Testimony

Q You would agree with me that looking at this, a regulator would believe that Mr. Yancey is

Mr. Johnson's supervisor; isn't that correct?
A Yes.

(Hearing- Day 7, 1785:9-12, Nov. 4, 2014)

e Poppalardo Testimony

Q So from at least May 31st, 2010 through November 2010, at least for that period of time, you
would agree with me that Penson is telling the regulators that -- that Mr. Yancey is Mr. Johnson's

supervisor?
A Yes.

(Hearing- Day 8, 2015:1-2015:6, Nov. 5, 2014)

299. In September 2010, PFSI sent a copy of the supervisory matrix to an examiner at
the National Stock Exchange. In that supervisory matrix, Johnson was listed under Yancey, and
Yancey was designated as both Johnson’s regulatory supervisory and his “Pi Org Chart”
supervisor. Johnson was not listed under Pendergraft.

a. Response: Dispute — accuracy of statement; contrary evidence.

b. Counterstatement: A supervisory matrix sent to the National Stock Exchange in
September 2010 listed Johnson under Yancey, and Yancey was listed in the
columns titled “regulatory supervisor” and “Pi Org Chart” supervisor. An org
chart from August 2010 does not show Yancey as Johnson’s supervisor, and
Kim Miller testified that the supervisory matrix was wrong.
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C.

Support:

Ex. 200 pp. 1, 672.

To:
From:
Sent:

'Thomas.-nsx.com'[Thomas.-nsx.com]
Kimberly

Fri 9/3/2010 4:30:24 PM
Nomal

Importance:

Subject NSX Correspondence Examination

National Stock Exchange - ETP Holder Performance Review.zip

NSX Examination Response FINAL pdf
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e Ex. 677 p. 62 (Organizational Chart of August 4, 2010).
Danicl P. Son Phil Pendergraf
Co-Fou;\:der Reger J. Engemeen, Jr. Co-Founder
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l

ke Johnson
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Senior Vice President Bill Yancey Chris Hehmsyer Bob Mebisy Exacutive Vice Johin Streden
Olabal 8iock Lending President and CEO Non-Executive Benior Vice President President President
PFSI Chairman Risk Management Penson GHCO

Sales

i
Dan Weingarten Sean Halioy Eryoe Engel | Carl Gimore Exdecudy m!(l):ée
Senior Vice President Senior Vice President Execttive Vice Senior Vice President -
| President
i

Global Enterprise Risk

Sales President

Genesai Counsel

Ray Cari
Glohal Treasurer
{Reporting to Sen)

h

Miller Testimony Miller Testimony at 2579:11-2580:22; 2585:9-2586:17; 2593:4-

2594:7; 2594:8-21; 2595:19-25; 2598:6-13; 2598:12-18; 2601

:25-2602:7;

2602:20-2603:6 (Miller, the author of the matrix, testified it was wrong and that

Pendergraft supervised Johnson in every respect).
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300. In October 2010, PFSI sent FINRA a copy of the supervisory matrix. In that
supervisory matrix, Johnson was listed under Yancey, and Yancey was designated as both
Johnson’s regulatory supervisory and his “Pi Org Chart” supervisor. Johnson was not listed
under Pendergraft.

a. Response: Dispute — accuracy of statement; contrary evidence.

b. Counterstatement: A supervisory matrix sent to FINRA in October 2010 listed
Johnson under Yancey, and Yancey was listed in the columns titled “regulatory
supervisor” and “Pi Org Chart” supervisor. An org chart from November 2010
does not show Yancey as Johnson’s supervisor, and Kim Miller testified that
the supervisory matrix was wrong.

c. Support:

e Ex. 201 pp. 1, 430.

To: '‘Sheridan, Ryan'[Ryan-ﬁnra.org]

From: Kimberly Miller

Sent: Wed 9/8/2010 3:20:14 PM

Importance: Nomal

Subject: Trading Activity in Various Securities on Various Trade Dates
FINRA Resnonse - Varios Securities pdf

Response.zip

Attached is Penson’s response to your inquiry dated August 26, 2010.

ogo-for-signature-2

Penson Financial Services, Inc.

1700 Pacific Avenue, Suite 1400 | Dalies, TX 75201
P:214.953.3363 | F: 214.217.5090
www.penson.com

Building the Best Clearing and Execution Services Firm inthe Worid
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e Ex. 720 p. 70 (Organizational Chart from November 1, 2010).

Phil Pendergraft
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1 D:g_':';ﬁ:: Roger J. Engemoen, Jr. Co-Founder

i Consuitant Chairman of the Board Chief Executive Officer

i Executive Vice President
oy Dser VIcks yers
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Assistant Secretary

Wike Johnson \
Senior Vice President Bill Yancey Bryce Engel EAnd; : “’3}” ;(e:g&m’?{ﬁi;
Global Stock Lending President and CEO Executive Vice xeculive Vice
President President
PFSI President

Chiet Financial Officer

General Counsel

Bob McBey
Senior Vice President
Risk Management

John Streich
President
Penson GHCO

Car} Gitmore
Senior Vice President
Global Enterprise Risk

Dan Weingarten
Senior Vice President
Sales

Sean Malloy
Senior Vice President
Sales

e Miller Testimony Miller Testimony at 2579:11-2580:22; 2585:9-2586:17; 2593:4-
2594:7; 2594:8-21; 2595:19-25; 2598:6-13; 2598:12-18; 2601:25-2602:7;
2602:20-2603:6 (Miller, the author of the matrix, testified it was wrong and that
Pendergraft supervised Johnson in every respect).

301. In November 2010, PFSI sent the Chicago Board of Options Exchange (“CBOE”),
which is one of the primary options exchanges in the United States, a response to a CBOE
inquiry which included a copy of the supervisory matrix. In that supervisory matrix, Johnson was
listed under Yancey, and Yancey was designated as both Johnson’s regulatory supervisory and
his “Pi Org Chart” supervisor. Johnson was not listed under Pendergraft.

a. Response: Dispute — accuracy of statement; contrary evidence.

b. Counterstatement: A supervisory matrix sent to the Chicago Board of Options
Exchange (“CBOE”) in November 2010 listed Johnson under Yancey, and
Yancey was listed in the columns titled “regulatory supervisor” and “Pi Org
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Chart” supervisor. An org chart from November 2010 does not show Yancey
as Johnson’s supervisor, and Kim Miller testified that the supervisory matrix

was wrong.
c. Support:
e Ex. 205pp. 1, 15.
To: ‘Samardzija, Tanja' [ cboe.com]; Kimberly Miller[jlIPENSON.COM]
From: Holly Hasty
Sent: Mon 11/1/2010 4:24:01 PM
Importance: Nomnal

Subject: RE: CBOE Sponsored Access Exam - Exam-In-Progress Report
Progress Report Reponse Letter FINAL .pdf

Penson Progress Report Response Documents. zip
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e Ex. 720 p. 70 (Organizational Chart from November 1, 2010).
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e Miller Testimony Miller Testimony at 2579:11-2580:22; 2585:9-2586:17; 2593:4-
2594:7; 2594:8-21; 2595:19-25; 2598:6-13; 2598:12-18; 2601:25-2602:7,
2602:20-2603:6 (Miller, the author of the matrix, testified it was wrong and that
Pendergraft supervised Johnson in every respect).

302. By looking at the November 2010 supervisory matrix, CBOE would conclude that
Yancey was Johnson’s supervisor.

a. Response: Dispute — accuracy of statement. As written, the Division’s statement
mischaracterizes and does not reflect the scope of the supporting testimony.

b. Counterstatement: Witnesses speculated that by looking at the supervisory
matrix sent in November 2010, CBOE could conclude that Yancey was Johnson’s
supervisor.

c. Support:

e Hasty Testimony

Let's look at Exhibit 205. Exhibit 205, the top e-mail, that's from you; is that correct?
Yes.

And what is it to?

Tanja Samardzija. Sorry, that was a terrible pronunciation.

It's S-A-M-A-R-D-Z-I-J-A. And where does that person work?

CBOE.

And what's CBOE?

The Chicago Board Options Exchange.

And that's one of Penson's regulators; isn't that right?

A Yes.

Q And you send some documents along with your e-mail; is that correct?

A Yes.

Q Let look at the document that's labeled Bates number ending 8304, PFSI 1528304. And do
you recognize this as the supervisory matrix that we've been discussing?

I do.

And this is the document that you sent to the Chicago Board of Options Exchange?

I did.

And if you look at the section that is under Mr. Yancey's name --

It is cut off on mine.

We can get you a paper copy.

That's fine. I just wanted you to know I was going to turn my head. Yes.

So you Mr. Yancey's section?

Yes.

Do you see Michael Johnson there?

Yes.

And if you read across that row that Mr. Johnson is in, what does it say under Pi org chart?
Bill Yancey.

ol Yol ol Yok e

PROPFOPLOTOPL0 >0 P
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And what does it say under regulatory supervisor?

Bill Yancey.

Do you see the section that belongs to Mr. Pendergraft?

Yes.

And do you see Mr. Johnson anywhere under that section?

No.

So you would agree with me that the Chicago Board of Options Exchange receiving this
document would understand that Mr. Yancey was Mr. Johnson's supervisor; isn't that true?

A  Yes.

PO »~0

(Hearing- Day 7, 1787:13-1789:14, Nov. 4, 2014)

303. In April 2011, PFSI sent a response to a CBOE inquiry. In that response, PFSI
instructed FINRA to reference the supervisory matrix for a description of “regulatory
supervisors.” In the attached supervisory matrix, Johnson was listed under Yancey, and Yancey
was designated as both Johnson’s regulatory supervisory and his “Pi Org Chart” supervisor.
Johnson was not listed under Pendergraft.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: In April 2011, PFSI sent a response to a CBOE inquiry. In that
response, PFSI instructed CBOE to reference the supervisory matrix for a
description of “regulatory supervisors.” In the attached supervisory matrix,
Johnson was listed under Yancey, and Yancey was listed in the columns titled
“regulatory supervisor” and “Pi Org Chart” supervisor. An org chart from 2011
does not show Yancey as Johnson’s supervisor, and Kim Miller testified that
the supervisory matrix was wrong.

c. Support:
e FEx. 175
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e Ex. 503 p. 47 (Organizational Chart from June 7, 2011).
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Miller Testimony Miller Testimony at 2579:11-2580:22; 2585:9-2586:17; 2593:4-
2594:7; 2594:8-21; 2595:19-25; 2598:6-13; 2598:12-18; 2601:25-2602:7;
2602:20-2603:6 (Miller, the author of the matrix, testified it was wrong and that
Pendergraft supervised Johnson in every respect).

Yancey Prop FOF 6 (“Bill Yancey delegated supervision of Michael Johnson to
Phil Pendergraft in approximately August 2008”) (and evidence cited therein)

304. After August 2008, Yancey did not exercise any supervision over Johnson or
PFSI’s Stock Loan department.

a.

b.

Response: Dispute — accuracy of statement.

Counterstatement: After August 2008, Yancey did not supervise Johnson because
Johnson was fully and reasonably supervised by Pendergraft, and Yancey
reasonably followed up on Pendergraft’s supervision.

Support:

Yancey Testimony

Q Okay. And after that time -- just to be sure the record's clear, after August of 2008, as a
practical matter, you did not supervise Mike Johnson?

A Correct.

Q And you did not supervise the Stock Lending group at PFSI?
A Because it was fully supervised by Phil Pendergraft.
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(Hearing- Day 4, 951:9-951:16, Oct. 30, 2014)

e Pendergraft Testimony (referencing activities listed in Yancey’s Prop. FOF 9
related to Stock Loan activities and Pendergraft’s supervision of Michael
Johnson)

Q: Fair enough. Mr. Yancey routinely checked in with me regarding those activities, and I
believe acted reasonably in ensuring that Mr. Johnson and the Stock Lending group were
properly conducting business in accordance with the securities laws.

A: I believe that.

(Hearing-Day 6, 1537:5-10, Nov. 3, 2014)

305. Yancey asked Johnson not to attend his weekly meetings once Johnson was
promoted to Senior Vice President.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Johnson testified that Yancey asked him not to attend the
morning meetings once Johnson was moved to PWL

c. Support:

e Johnson Testimony

Q Were you involved in meetings with Mr. Yancey after that time?

A No. No. I wasnotin -- I was asked not to attend the morning meetings once I went to
Global; however, Bill would stop by my office when he had Stock Loan issues and ask me
whatever those questions were.

Q Who is it that asked you not to attend the Monday morning meetings?

A Mr. Yancey.

(Hearing- Day 2, 529:24-530:7, Oct. 28, 2014)

306. Delaney was frustrated that Johnson did not attend the March 31, 2010 meeting
with Yancey at which Rule 204 compliance was discussed, because “it was a step that [he] was
taking above and beyond [his] role as the Chief Compliance Officer to try and facilitate some
supervision discussion around what was happening at that time.”

a.Response: Dispute — contrary testimony; incomplete.

b.Counterstatement: Delaney recalled that he knew Johnson had been invited to a
March 2010 meeting and that he was irritated that Johnson wasn’t at the
meeting.

245



c.Support:

e Delaney Testimony

Q I want to go back in time a little bit and I

want to ask you a question about Mr. Alaniz's testing.

And I don't really want to ask you about Mr. Alaniz's
testing; I want to ask you about some of the meetings

that occurred after Mr. Alaniz's testing. And you were
discussing with Mr. Breaux the fact that Mr. Johnson
didn't come to the March 2010 meeting. Do you remember
that -- that testimony with Mr. Breaux?

A Ido.

Q But, in fact, you were concerned that Mr.

Johnson wasn't in the meeting; isn't that correct?

A Iremember -- I remember at the time being a

little irritated. I knew that he had been invited by Mr.
Alaniz to come to the meeting and that he wasn't there.
I remember being irritated by it.

Q Okay. You remember it being remarkable that he
wasn't there?

(Hearing- Day 5, 1377:25-1378:17, Oct. 31, 2014)

e (f. Stip. FOF 96; see Exs. 674, 99 (calendar invitation sent to Johnson and several
other meeting participants, excluding Yancey), Ex. 633 (March 31, 2010 meeting
invitation circulated separately and only to Yancey and Delaney); see also Alaniz
Test. at 851:2-4 (“Q: So [Yancey’s] invitation didn’t necessarily show who else
had been invited to the meeting; is that right?” A: Correct.”); Yancey Test. at
1882:8-1882:11 (“Q: Okay. Well, now, you said it wasn't your invitation. But did
you give direction about who should be invited to attend? A: No, ma’am.”).

307. PFSIdisclosed to FINRA in March 2011 that it was violating Rule 204 by not
closing out until the afternoon of T+6.

a. Response: Dispute — accuracy of statement. The Division’s statement does not
reflect an accurate recitation of the statements in Ex. 89.

b. Counterstatement: PFSI disclosed to FINRA in March 2011 that it believed it was
not industry practice to close out long sales prior to the market open on T+6 and
that the firm executed closeouts at approximately 3:00 EST daily.

c. Support:

e Ex. 89 atpp. 31-32
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13. Exception

The Firm was not compliance with Regulation SHO SEC Rule 204 (Close-Out Requirement) and
NASD Conduct Rule 3010 {Supervision).

Datail*

Response:

At the time of the examination period, the Firm did not have procedures in place to adhere to
the “penalty box” requirement. This gap was discovered in January 2010, independent from
this exam. Procedures were developed and put in place in May 2010 to properly identify, and
restrict for lending and locating purposes, coses where short sale closeouts were not
performed by market open on T+4, borrows were arranged prior to market open on T+4 but
did not settle, and long sale closeouts that did not occur on T+6.

With regards to the timing of long-sale closeouts, the Firm does not believe it is industry
practice to close out long sales prior to the market open on T+6. Not once has the Firm ever
had a borrow closed out by a lending counterparty at the open. Conversely, the Firm'’s
borrowing counterparties will not accept a closeout price on a stock loon at the market open.
Thus, the Firm executes closeouts versus long sales at the conclusion of the DTCC trading
window at approximately 3:00 EST daily, as is universally practiced. Closing out loans at the
market open would put the Firm at a competitive disadvantage and ultimately hinder the
Firm's ability to cover its customers’ delivery obligations.

308. Even though PFSI disclosed to FINRA in March 2011 that it was violating Rule
204 by not closing out until the afternoon of T+6, and even though that sort of inforination was
information Yancey expected should have been brought to his attention, Yancey did not learn of
that practice until long after March 2011.

a. Response: Dispute — accuracy of statement; contains impermissible argument.

b. Counterstatement: Yancey testified that he believed the first time he became
aware that Penson saw a conflict between industry practice and the requirements
of Rule 204 was long after March 2011.

c. Support:

e Yancey Testimony

Q [Ithink what you said is that you did not learn about this at the time in March of 2011; is
that right?

A Yes.

Q The first time you learned about it, I think you said was long after that, right?

A I believe so.
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Q Sure. Let me ask you this. We can agree it was long after March 20117 A Yes.
(Hearing- Day 7, 1923:17-1924:12, Nov. 4, 2014)

Q So the question here reads the same language. You-all are speaking about Exhibit 89. It
says: To continue that paragraph, not once has the firm ever borrowed -- ever had a borrower
closed out by lending -- by a lending counterparty. Conversely, the firm's borrowing
counterparties will not accept a closeout price on a stock loan after market open. Thus, the firm
executes closeouts versus long sales at the conclusion of the DTCC trading window at
approximately 3:00 EST daily, as is universally practiced. Closing out loans at the market open
would put the firm at a competitive disadvantage, and ultimately hinder the firm's ability to
cover its customers' delivery obligations. Do you see that?

Answer: Yes.

Question: Did you understand in March 2011 that Penson saw a conflict between
industry practice and the requirements of Rule 204 and chose to follow industry practice?
Answer: I really didn't.

Question: Is this something you would have expected to be brought to your attention?

Answer: Yes.

Did I read that correctly, Mr. Yancey?

A Youdid.

(Hearing- Day 7, 1925:21-1926:20, Nov. 4, 2014)

309. Pendergraft’s primary interactions with Johnson and PFSI Stock Loan were with
respect to financing issues.

a. Response: Dispute — accuracy of statement. Conflicting testimony and evidence
contradicts the Division’s statement.

b. Counterstatement: Pendergraft actively supervised and frequently communicated
with and directed Johnson on a variety of issues.

c. Support:

e Stip. FOF 75 (“During the relevant period Phil Pendergraft was an executive
vice president of PFSL.”)

e Pendergraft Testimony

Q: ... Atany time, so just throw the date away for a moment, do you recall saying to Mr.
Yancey that you wanted to put Mr. Johnson under you, that you wanted to take him and put him
under you for a global purpose?

A: Well, I'm sure that whenever Mr. Johnson -- whenever I picked up that as a direct
report, whenever I picked up My. Johnson as direct report, I'm highly confident that I
talked with Mr. Yancey about it.

Q: Did you, from 2008 to 2011, supervise Mr. Johnson in his supervision of PFSI’s
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stock lending?

A:  Well, to the extent that Mr. Johnson provided—well, in certain ways, yes. The PFSI
stock lending business rolled up to Mr. Johnson, and Mr. Johnson would have rolled up to me
or to somebody else at the -- in the global organization.

(Hearing- Day 6, 1512:10-21, 1462:1-7, Nov. 3, 2014)

See also Yancey Prop. FOF 18 (“Employees at Penson understood Michael Johnson reported to
and was supervised by Phil Pendergraft.”) (and evidence cited therein); Yancey Prop FOF 14
(“Phil Pendergraft supervised Mike Johnson™) (and evidence cited therein); Yancey Prop FOF 6
(“Bill Yancey delegated supervision of Michael Johnson to Phil Pendergraft in approximately
August 2008) (and evidence cited therein); Yancey Prop FOF 9 (describing Pendergraft’s
supervision of Johnson from 2008-2011) (and evidence cited therein); Prop FOF 10 (describing
Pendergraft’s supervision of Johnson from 2008-2011) (and evidence cited therein); Yancey
Prop FOF 12 (describing Pendergraft’s supervision of Johnson) (and evidence cited therein);
Yancey Prop FOF 13 (describing Pendergraft’s supervision of Johnson) (and evidence cited
therein).

See e.g., Exs. 502; 506; 515; 517; 521; 526; 527; 528; 529; 248; 549; 550; 557; 563;
565; 573; 590; 591; 605; 607; 627; 636; 638; 664; 666; 667; 668; 670; 678; 684; 688;
707;709;710; 711; 726; 7.30; 741; 780; 783; 786; 788; 790; 791, 792; 793; 794, 795;
796; 797; 801; 803; 804; 806; 809; 813; 824 (documents evidencing Pendergraft’s
constant supervision of Johnson)

310. In his 12 years working at PFSI and Penson Worldwide, Johnson received only one
review, and it was prior to 2008.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Johnson testified that he thinks he had one review while
employed at Penson; he recalls that review was conducted prior to 2008 and given
by Yancey, his then-supervisor.

c. Support:

e Johnson Testimony

Q When you transitioned and became the head of Global Stock Lending, did you receive any
employee reviews?

I worked at Penson for 12 years, I think, and I had one review.

And do you recall approximately when that review was, sir?

Before 2008.

Before 2008?

Yes, sir.

Do you recall who gave you that review?

Uh-huh.

Who was it, sir?

Croro»rO»
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A Mr. Yancey.

(Hearing- Day 2, 526:16-527:1, Oct. 28, 2014)

e Stip. FOF 118 (“Until Johnson was promoted to PWI Senior Vice President for
Global Stock Lending, Yancey was Johnson’s supervisor’)

e Ex. 555 atp. 3 (February 2006 Organizational Chart showing Johnson reporting
to Yancey)
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o  Mizale e h Ef * Juhn Henny
. Moe President ' Sonior Vice Prasident
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Liynal Carey o { Doug Theookmorton o
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Globst Sales Instifutional Cliant Bervices J
i Lot Asslngo David Herikal ™
YVice President Senior Vine President
L Risk Managemaent Financs

311. Johnson was not generally kept in the loop on Penson matters.
a. Response: Dispute — accuracy of statement.

b. Counterstatement: Johnson testified that he felt he was not generally kept in the
loop on Penson matters.

c. Support:

e Johnson Testimony

250




Okay. Were you generally kept in the loop on decisions that Penson was making?

No.

Is there any example of that?

Yes.

Could you describe those, please.

One good example was the -- the merger or acquisition of Broad Ridge. There were
probably 80 people involved with that, and I was never told about it as a senior VP in the
holding company or a part of it. The day before that was announced, on a Sunday, Dan Son
came to my house and told me about it. I was never in the loop with anything related to Penson
matters.

o0 >0

(Hearing- Day 2, 527:2-527:14, Oct. 28, 2014)

312. No one at PFSI supervised Johnson or the PFSI Stock Lending department with
respect to regulatory or compliance issues.

a. Response: Dispute: Evidence exists that contradicts the Division’s statement.
b. Counterstatement: Pendergraft supervised Johnson in all respects, including

regulatory and compliance. Johnson, in turn, supervised the PFSI Stock Lending
department.

c. Support:

e See Yancey Prop. FOF 10 (“Phil Pendergraft approved Mr. Johnson’s activities
related to regulatory and compliance issues, including Regulation SHO”) (and
evidence cited therein).

e Yancey’s Prop. FOF 9, 14, 101, and 102 and supporting evidence therein
(evidence that Pendergraft supervised Johnson)

e Stip. FOF 55 (“Johnson oversaw securities lending activities at PFSI.”)

e See, e.g., De La Sierra Testimony

Q: Mr. DeLaSierra, given your personal observations and the documents we’ve discussed, in our
experience with supervisors, you would agree that Mr. Pendergraft was supervising Mr.
Johnson?

A: Yes.

Q: Okay. And, indeed, that supervision extended to PFSI activities?

A: Yes.

(Hearing-Day 1, 302:22-303:4, Oct. 27, 2014)

o See, e.g., Ex. 571 (2009 Organizational Chart)
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313. After Johnson was transitioned to Senior Vice President for Global Securities
Lending, PFSI Stock Loan was essentially left alone from an oversight perspective.

a.

b.

C.

314. PFSI Stock Loan was unsupervised; the department had to “run on the fly and make

it bR

a. Response: Dispute. Evidence contradicts the Division’s statement.

Response: Dispute. Evidence contradicts the Division’s statement.

Counterstatement: Pendergraft supervised Johnson, who supervised the PFSI

Stock Loan department.

Support: See support cited above in response to Division’s Proposed Finding of

Fact312.

b. Counterstatement: Pendergraft supervised Johnson, who supervised the PFSI

Stock Lending department.
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c. Support: See support cited above in response to Division’s Proposed Finding of
Fact 312.

315. Prior to the time that Rule 204T was implemented, Mike Johnson requested a
compliance person be assigned to the Stock Loan desk to assist with compliance issues. That
individual left before Rule 204T was implemented, and was not replaced. Although several
compliance personnel sat near the Stock Loan department, they were there because of space
issues and did not provide compliance-related guidance to Stock Loan.

a. Response: Dispute — accuracy of statement; misleading statement; contrary
testimony.

b. Counterstatement: Several Compliance personnel sat near the Stock Loan
department. The Compliance department gave sufficient guidance to Stock Loan
on how to comply with Rule 204.

c. Support:

e Hasty Testimony

A Isatin the location where the Stock Loan folks were for a period of time.

(Hearing-Day 7, 1794:24-25, Nov. 4, 2014)

e Miller Testimony

Q From a physical proximity standpoint, wherever you officed, was that near the Stock
Loan Department?

Yes. For several years I sat within the Stock Loan Department.

And where was that? What floor was that?

The 19th floor, I believe.

And how close physically in proximity to the department did you sit?

Well, we sat on a row -- the four compliance people saw on a row, and they had all the desks
on the other side of that row. So they were just on the other side of me. I just -- it was across
from me.

Q So within just a couple of feet?

A Yes.

>0 R0 >

Hearing-Day 11, 2575:24-2576:13, Nov. 10, 2014)

e De La Sierra Testimony

A Okay. Soon a -- one side of our room, Mike had his office. He had a sliding window and
a door, so that was typically open. I was next to Mike. Next to my left was Brian Hall. We
faced Lindsey Wetzig, Terry Ray, Dawnia Robertson, Marc McCain, Logan. Those are the
operations. And then behind them was our two programmers, Matt Battaini and Dave
Chen, and Dave faced the three compliance people that were in our group or in our area, I
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should say.
Q And who were those three compliance people?
A Holly Hasty, Kim Miller and Aaron Mclnerney.

(Hearing- Day 1, 223:23-224:8, Oct. 27, 2014)

e See also Yancey’s response to Division’s Prop. FOF 132 and supporting evidence.

316. Yancey currently worked in the broker-dealer industry as the managing director of
clearing and execution services. He continues to supervise staff.

a. Response: Dispute — accuracy of statement; typographical error.

b. Counterstatement: Yancey currently works in the broker-dealer industry as a
managing director of clearing and execution services. He supervises two
salespeople.

c. Support:

e Yancey Testimony

All right. Mr. Yancey, do you currently still work in the broker-dealer industry?
Yes, Ido.

What's your position? Generally, what do you do in the industry?

Clearing and execution services.

And do you have a title?

Managing director.

Managing director.

Do you supervise anyone?

A Two salespeople.

OO0 »~»0

(Hearing- Day 4, 985:22-986:7, Oct. 30, 2014)

317. PFSI’s overall annual revenue was approximately $200 million to $250 million
during the relevant time period.

a. Response: No dispute.

318. PFSI Stock Loan’s annual revenue was approximately in the range of $20 million to
$25 million during the relevant time period, or approximately 10% of PFSI’s total annual
revenues.

a. Response: No dispute.

319. Bonuses were calculated based on three components: performance of Penson
Worldwide, the overall corporate entity; performance of PFSI; and Yancey’s personal goals.
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a. Response: Dispute — accuracy of statement. Testimony relates to bonus
calculation, generally.

b. Counterstatement: Generally, bonuses were calculated based on three
components: performance of Penson Worldwide, the overall corporate entity;
performance of PFSI; and personal goals and objectives.

c. Support:

e Yancey Testimony

Okay. Did you receive any bonuses when you were CEO at Penson Financial Services?
At times.

Do you recall generally how the bonuses were calculated?

Bonuses were calculated, sort of, in three ways.

Okay. And what were those ways?

Corporate performance, how the whole company did in its entirety, and then operating
company performance, and then personal goals and objectives.

Q So those first two, do I understand right the first is Penson Worldwide's profitability, right?
A That's right.

Q And when you say the "operating company," that's PFSI's profitability?

A Yes.

>0 R0 PO

(Hearing- Day 4, 982:16-983:7, Oct. 30, 2014)

320. From 2008 through 2010, Yancey earned bonuses totaling between approximately
$300,000 to $1.2 million dollars.

a. Response: Dispute — accuracy of statement.

b. Counterstatement: Yancey did not have a clear recollection of his bonuses
earned from 2008 through 2010.

c. Support:

e Yancey Testimony

Q In 2008, am I right that your bonus was somewhere greater than 100,000 and less than
500,000? Does that sound right?

A It's been six years. I think so.

Q Ifit would be helpful just to refresh your recollection, Mr. Yancey, if you want to look at
your investigative testimony. And this will start on Page 29.

A Okay.

Q And I'm going to try to do this logically. 1 am looking at Line 10: "Question: Did you
receive any cash bonuses in 2008?"

"Answer: Generally" -- excuse me. "I believe so."

"Question: Generally how much were those bonuses?"
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"Answer: I don't recall."

"Question: Less than a million dollars?"

"Yes."

"Less than $500,000?"

HYeS‘"

"More than $100,000?"

"I think so."

Does that refresh your recollection that the bonus would have been from -- a range from
somewhere more than 100,000 to less than 500,000?

A Probably in that range.

Q How about 2009. Is that still the same range, somewhere between 100,000 and 500,000?
A 1 just don't have a clear recollection at all.

Q Let's again, take a look just to see if this helps, Mr. Yancey. If you turn back one page,
starting at the bottom of Page 28, Line 24.

"Question: Can you ballpark your 2009 bonus for me?"

"Answer: I can't."

"Question: More than a million dollars?"

"NO. "

"More than $500,000?"

”NO. n

"More than $100,000?"

"I think so."

Does that refresh your recollection that it was likely somewhere in the range of 100- to
$500,000?

A Yes, I think probably in that range.

Q Okay. And then again, since you've got the document in front of you, I think I'm doing this
in the reverse order of your testimony. I apologize.

On Page 27, starting at Line 3, you were asked -- or excuse me. Your answer is: "2011? No.
2010, yes, I think so."

"Question: So somewhere between 100 and 500in 2010?"

Your answer was, "Probably between one and two, I would estimate." Does that help refresh
your recollection that in 2010, your bonus was between 100 and 200,000?

A Idon't recall, to be very honest. Perhaps.

(Hearing- Day 4, 983:8-985:18, Oct. 30, 2014)

321. From 2008 through 2011, Delaney earned bonuses totaling approximately $40,000
dollars.

a.Response: No dispute.

322. While Delaney claimed he was no longer acting as a Chief Compliance Officer, his
current employer testified that he is currently serving in that position.

a.Response: Dispute — accuracy of statement; mischaracterization of testimony.
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b.Counterstatement: Delaney stepped down as Chief Compliance Officer at the
broker-dealer. Simpson testified that Delaney is Chief Compliance Officer at
the holding company.

c. Support:

e Delaney Testimony

Okay. Were you at one point the Chief Compliance Officer?

I was.

When did that change?

In June of this past year.

And do you have an understanding of why?

I do.

What's that understanding?

When -- when I received my Wells letter, that becomes a disclosure issue on your -- on your
Form U4. And once I had disclosed it, or in advance of the disclosing of that, I had a
conversation with the management and leadership team at First Command. And we agreed that
in order to -- which it would not just have been a personal disclosure, but as a Chief Compliance
Officer, it also would have been a disclosure for First Command. And we -- we decided that it
was best that I step down as the Chief Compliance Officer.

Q Okay. Who's -- who's your supervisor there at First Command?

A Hugh Simpson.

O PO >0 L0

(Hearing- Day 5, 1212:20-1213:15, Oct. 31, 2014)

¢ Simpson Testimony

Q Thank you. In your current position at First Command, as the general counsel, do you lead
the legal and compliance group?

A Yes,Ido.

Q Presently how large is that group?

A It's 29 persons including myself. It includes the legal team, the compliance team, and also
our internal audit team.

Q Do you know Tom Delaney, sitting here in the courtroom today?

A  Yes, Ido.

Q And how do you know Tom?

A Tom serves as the chief compliance officer of our holding company. He joined us in
early 2011 to assume that role, and of course I've known him through the recruiting process and
ever since.

(Hearing- Day 6, 1447:9-1447:24, Nov. 3, 2014)
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